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OUR COVER 


The coin of government finances has two sides as does any other 
coin, and our cover attempts to show the revenue-income side and the 
outgo side of the state government coin. In the fiscal year 1960, the 
revenue of state governments increased 12.6 per cent over the revenue 
of the fiscal year 1959. In dollars and cents this revenue from all 
sources amounted to $32.8 billion. There was an increase in expendi- 
tures in the fiscal year 1960 but only a small increase—1.5 per cent 
over the previous year—and ithe tota! state expenditures in fiscal 1960 
was $31.6 billion. 


Not all of the $32.8 billion received by state governments came 
from taxes, however; only two thirds of this amount ($18 billion) was 
raised by taxes, but this was 13.8 per cent over state tax revenue of 
fiscal 1959. The general sales tax produces a fourth of all state yields, 
something like $4.3 billion. The next big revenue producer is the sales 
tax on motor fuel, bringing states $3.3 billion. 


Now as to the expenditure side: education accounts for a some- 
what larger fraction of state spending than any other function. In 1960 
the states spent $8.9 billion for education, about 10 per cent more than 
was spent in 1959. State expenditures for highways in 1960 amounted 
to $7.3 billion. Expenditures for public welfare totaled $3.7 billion 
and spending for hospitals was about $1.8 billion. 


The states owe money too; $18.5 billion was outstanding at the 
end of fiscal 1960, and all of that amount, except $415 million, was of 
long-term nature. The long-term obligations backed by the states’ full 
faith and credit was $8.9 billion while $9.2 billion of debt was non- 
guaranteed. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 


taxation. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 


and agencies involving taxation. 


From the Thoughtful Tax Man by John K. Hulse 


The thoughtful tax man who writes for us this month is John K. 
Hulse, a certified public accountant. His point of inquiry is 
generally into efficient tax administration but he goes by the way 
of questioning the sacrosanct principle of ability to pay when a 
comparison is made of those who itemize deductions and those 
who use a standard deduction. He stops to comment on the treat- 
ment of state taxes, too. 


Traps in Refund Suits by Thomas E. Smail, Jr. 


The author of this article is a California attorney, and formerly 
was a trial attorney in the Tax Division of the Department of 
Justice. This article reviews a number of decisions in this area, 
and the author comments: “Many attorneys make the mistake of 
suing the director presently in office, or a prior director who denied 
the claim for refund, instead of the director who collected the tax 
in issue.” This is an article that is written out of valuable 


ex perience. 
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Publication of Information on Business Tax Returns 


Grossing-up Foreign Dividends by Leon O. Stock 


The author, who is with the accounting firm of Peat, Marwick, 
Mitchell & Company in New York City, presents a case using the 
suggestion that income received by a domestic corporation, what- 
ever its source, should be subject to the 52 per cent rate. The 
Treasury proposed to require the domestic corporation to “gross- 
up” the dividends received. This meant a change in a method 
which has been used since 1918. 


Puerto Rico's ‘Operation Bootstrap’’ Program 


Accrual Basis Taxpayers and the Claim of Right by Henry G. Salamy 


The Supreme Court has granted certiorari in the American Auto- 
mobile Association case, and the task facing the Court is to resolve 
conflict between the Tax Court, the Court of Claims, and the 
Third Circuit, Sixth Circuit on the one hand and the Second, 
Eighth and Tenth Circuits on the other hand. The author is an 
attorney in Jamaica Plain, Massachusetts. 


Real Estate Investment Trusts by Victor R. Wolder 


This article reviews the relatively new land of real estate investment 
trust which was enacted last year as a part of the omnibus tax law 
of 1960. The author is an attorney in New York City. 


Federal Estate Tax News 


Stock Transfers by Shareholders to Outsiders 
for Nontangible Consideration by Neil J. O'Brien 


This article primarily is a discussion of a stockholder’s right to a 
loss deduction of a transfer of stock as an inducement to an 
outsider to join with or participate in the affairs of the company. 
The author is an attorney with the law firm of Wynne, McKenzie, 
Stroud, Jaffe & Tinsley in Dallas, Texas. 


Taxing of Mutual Banks, Savings and Loan Associations 


Depreciation and Economic Life by William L. Raby and Paul M. Loveday 


This article proposes consideration of the time value of money in 
making decisions regarding the writing off of cost of depreciable 
assets for tax purposes. The authors say this minimizes the 
influence of taxes from the determination of optimum economic 
life. Mr. Raby is a lecturer in accounting at the University of 
Arizona and Mr. Loveday is an instructor of business administra- 
tion there. Mr. Raby is also a partner in the CPA firm at Rock- 
ford, Illinois, of Skee, Pedersen, Raby. 
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TAX-WISE NEWS 


r 

Tue IRS IS CONSIDERING changing its 
position on the proper method of taxing the sale of mineral production 
payments in what are commonly known as “ABC” transactions. This 
is an unusual move—to have the government tip its hand, yet not 
really reveal any high cards. Speculation runs rampant, therefore, on 
just what the new IRS position will be, although those making book 
seem to believe that the proceeds from the sale of in-oil payments will 
be taxed as ordinary income, rather than capital gain. 


A typical “ABC” plan goes like this: C wants to buy A’s oil 
leases for $500,000 but has only $150,000 ready cash. B, an investor, 
agrees to pay the missing $350,000 in exchange for which B receives 
an in-oil payment in that amount, payable with interest out of 70 per 
cent of oil production. A assigns the leases to C for a cash considera- 
tion of $150,000 and retains an oil payment right which is coincidentally 
assigned to B for the $350,000. A gets capital gain treatment on the 
total proceeds of sale; B receives a depletable oil payment right; and 
C receives a depletable working interest. It is the $350,000 in-oil 
payment that is expected to be taxed as ordinary income. 


Whatever the new IRS position turns out to be, it will have 
prospective effect only, and invitations have been extended for inter- 
ested parties’ views.—T. I. R. No. 326. 


‘ 

Tue IRS HAS CHANGED its position in 
another matter. It is in connection with insiders’ profits, or the gain 
corporate officers, directors and shareholders owning more than 10 
per cent of their companies’ stock realize from buying and selling the 
stock within a six-month period. The Securities and Exchange Com- 
mission’s “short swing” rule requires these persons to repay their 
profit to their corporations. And the IRS used to disallow these 
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payments as income tax deductions because it was felt the allowance 
would be against public policy. The new view, however, based upon 
a Tax Court decision (Marks, CCH Dec. 22,060, 27 TC 464), is that 
the SEC rule does not impose a penalty and therefore allowance of a 
tax deduction for the required repayment would not be against public 
policy.—Rev. Rul. 61-115. 


CHALK ONE UP for the employee-lender, 
the manager-owner, or the boss-stockholder. One of this ilk has 
scored a business bad debt deduction for his losses on advances to 
his corporate employer. Ordinarily this type of loss is limited to the 
nonbusiness variety, wherein the limitation on capital losses comes 
into play. But in the case in question, the money advances were made 
for the purpose of holding a job. The stockholder-manager was 
required to part with dollars or be out on the street. This fact 
apparently influenced the Second Circuit to rule that the loans were 
directly connected with the trade or business of being an employee.— 
Trent, 61-2 ustc ¥ 9506 (CA-2). 


Income WHOLLY EXEMPT FROM TAX 
sounds considerably different from income on which gain does not 
have to be recognized. The actual difference between the two types 
of income, however, was enough to fool the Commissioner and the 
Hawaiian District Court. The Ninth Circuit Court of Appeals had 
to set them right. 


When a corporation went through a quick liquidation—within 
one year—it realized gain on the disposition of some assets. It did 
not owe federal tax because of Code Section 337, but it became liable 
for a state tax on the gain. The district court reasoned that the gain 
on sales in liquidation was wholly exempt income, for federal income 
tax purposes. Therefore, a state tax—an expense—connected with 
wholly exempt income would not be an allowable deduction because 
of Code Section 265. The Ninth Circuit, however, took a different 
view. It said the gain income was merely nonrecognizable, and Code 
Section 337 is aimed at eliminating tax on corporations in liquidation. 
When the gain (and other assets of the liquidating corporation) were 
distributed to shareholders, it (and other property) would show its true 
color as income on which a tax did not have to be paid during liquida- 
tion. That meant it was not wholly exempt income within the meaning 
of Code Section 265, and the state income tax paid on the gain should 
have been allowed.—Hawaiian Trust Company, Ltd., 61-1 ustc 
7 9481 (CA-9). 


Livine EXPENSES may be deductible as 
part of medical expense in the Third Circuit—that would include 
Delaware, New Jersey, Pennsylvania, and the Virgin Islands—but 


they are not in the Second Circuit Court of Appeals, judicator for 
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Connecticut, New York, and Vermont.—Carasso, 61-2 ustc § 9579 
(CA-2). 


The Carasso case is in express and direct conflict with the Bilder 
case from the Third Circuit, which we commented upon in TAXEs, 
May, 1961, page 372. Both cases involved convalescents who took 
trips away from their homes, upon physicians’ advice, for the prin- 
cipal, admitted purpose of alleviating or curing a condition of health. 
Transportation expenses for the ill taxpayers were allowed as a part 
of medical costs in each case, but lodging costs at the place of con- 
valescence were denied in Carasso. The Bilder decision had observed 
that allowing transportation costs to a place of recovery and then 
denying lodging expenses was like giving a child permission to go 
swimming but warning the child not to go near the water, but Carasso 
paid no attention to such a homey simile. 


Supreme Court, here come Bilder and Carasso! 


Preparp ANNUAL MEMBERSHIP DUES 
of an automobile club must, according to the Supreme Court, still 
be reported as income in the year received. Even though a pro rata 
accrual of dues over the membership period (and the ratable deduction 
of expenses) may present an accurate picture of overall financial 
structure, the method is “irregular” by tax accounting standards. 
This result, of course, is no different from the high court’s earlier 
view in Automobile Club of Michigan, 57-1 ustc § 9593, although it 
was thought there might be a clearer, more convincing presentation 
in the later case of sound, realistic accounting practices. There were 
four dissents.—American Automobile Association, 61-2 ustc § 9517 
(Sup. Ct.). 


ry 

DP HERE IS A PETITION PENDING in 
the Tax Court which may give many an individual pause to reflect 
upon the seriousness of an individual’; duty to withhold tax on pay- 
ments made to others. Movie actor John “Duke” Wayne has been 
assessed total deficiencies for two years in an amount in excess of 
$40,000 for failure to withhold income tax from alimony payments 
he made to his ex-wife, who is allegedly a nonresident alien. As if 
the payment of alimony were not enough to contend with, the Com- 
missioner would have an alimony-paying ex-husband keep track of his 
ex-wife’s residence. And residence, of course, is not only a matter of 
physical presence within the United States, but, in the case of 
Esperanza Wayne's sojourning to her native Mexico, a matter of 
intention to change or not change domicile. 


John Wayne would appear to have two available defenses, which, 
of course, must be affirmatively proved, now that deficiencies have 
been assessed against him. First, he may be able to show that his 
former wife’s residence did not change during the time he did not 
withhold tax from alimony payments. (He did withhold when he 
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learned her California apartment was given up.) And, second, he 
may be able affirmatively to show his own good faith and the reason- 
ableness of his actions under the circumstances. 


THE TAX COURT has cut a little niche 
in the rule that moving expenses of a “new” employee are income 
to the employee. If the move is from a temporary employment station 
to a permanent one, then the moving expenses may be incurred for 
the benefit of the employer, and they would not be income to the 
employee. Of course, it may be said that this is no exception to the 
rule: this is a different case. But look what happened in the case of 
an attorney, working in Washington, who decided to join the employ 
of a California aircraft corporation. 


Employment was to begin on July 1 in California, but the at- 
torney, who was a new employee, really, did not want to leave his 
Virginia home until after the birth of a child. Temporary employment 
was therefore begun in Washington in May. There was no doubt that 
the employment agreement had been for employment in California; 
but there was no doubt, either, that the duties performed at the tem- 
porary station, Washington, were legitimate. The result of the eventual 
move to California, however, in June, was that the attorney was not 
charged with income in the amount of his moving expenses.—Cavanagh, 


CCH Dec. 24,841, 36 TC —, No. 32. 


GOVERNMENT CONTRACT PROBLEMS 
SCHEDULED FOR DISCUSSION AT INSTITUTE 


Contracts specialists in government, industry, the legal profes- 
sion and the armed forces will take part as lecturers and discussion 
leaders in the “Institute on Procurement and Government Contracts” 
to be held at the Southwestern Legal Foundation in Dallas, September 
21-23, 1961. The Institute is scheduling lectures on a wide variety 
of timely subjects, including government contracting trends, cost 
principles, compliance with plans and specifications, termination pro- 
cedures, patent clauses, government rights and technical data, sub- 
contracts, claims handling, and the like. Each session will feature a 
panel discussion and question-answer period devoted to the topics 
covered by the lectures. Andrew R. Cecil, executive vice president 
and educational director of the Foundation, is in charge of arrange- 
ments for the Institute, which will attract participants from all parts 
of the country. Those interested in attending the Institute should 
address their inquiries to the Southwestern Legal Foundation, Hill- 
crest at Daniels, Dallas, Texas. 
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HE HOUSE COMMITTEE on Ways and Means has been con- 

sidering the President’s recommendations on tax law changes 
sent to Congress on April 20, 1961. After holding extensive hearings 
on these proposals, the committee accepted many of the recommenda- 
tions, but with modifications. The majority of the President’s rec- 
ommendations will be carried over until 1962 when Congress considers 
a reform of the federal tax laws. 


Proposals of the President adopted with committee changes in- 
cluded withholding on dividends and interest payments, tightening 
of allowable entertainment and travel expense deductions, capital 
gains treatment on the sale of depreciable assets, taxation of distri- 
butions of cooperatives, a new tax investment credit, taxation of 
foreign fire and casualty insurance companies and the use of taxpayer 
account numbers by taxpayers when filing tax returns. 


The big question yet to be answered is whether Congress will 
have time to complete action on these tax law changes before it 
adjourns for the year. Also facing Congress is a reminder by Sec- 
retary of the Treasury Dillon that the Treasury will recommend a Presi- 
dential veto of legislation which results in a net revenue loss. Treasury 
estimates that tax investment credit will result in a revenue loss 


of $1.7 billion a year. 


Health Insurance Benefits Act of 1961.—House Speaker Rayburn, 
with an eye toward 1962 elections, dashed the hopes of organizations 
advocating enactment of a “medicare” bill this year when he stated, 
“We won't get to that this year.” The Speaker was referring to H. R. 
4222 by Congressman King of California, known as “The Health In- 
surance Benefits Act of 1961.” 


The House Committee on Ways and Means is now conducting 
extensive hearings on H. R. 4222, even though it will not reach the 
House floor until 1962. However, these hearings will be the basis 
for House action on the bill next year. 
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H. R. 4222, if enacted, would pro- 
vide health insurance, including hos- 
pital and nursing home benefits, to 
retirees under the Social Security sys- 
tem. These health insurance benefits 
would be financed by increases in 
social security rates by one-fourth of 
1 per cent on both employers and 
employees, and three-eighths of 1 per 


cent for self-employed, all effective 
in 1963. 


H. R. 4222 is in the category of 
“controversial” legislation, and mem- 
bers of Congress have received a steady 
flow of mail both for and against the 
bill. Main support for providing health 
insurance benefits under the Social 
Security system comes from the De- 
partment of Health, Education, and 
Welfare, labor unions, and retired 
employee groups. Opposing the bill 
are the medical and dental associa- 
tions, private insurers, and chambers 
of commerce. 


The President 


The Commission on Money and 
Credit, a 25-man commission organ- 
ized by the Committee for Economic 
Development (CED), presented to the 
President the results of its three-year 
study of the United States’ public 
and private money and credit systems. 


The report included the Commis- 
sion’s recommendations on federal tax 
policies for stabilizing the economy 
by the development of techniques by 
which tax policy would be applied 
more flexibly. The first step in that 
direction would lie in the separation 
of short-term cyclical tax changes 
from long-run structural changes in 
the tax system. 


To provide this flexibility for sta- 
bilizing tax changes, the commission 
recommended that Congress grant to 
the President limited conditional power 
to make temporary adjustments in 
the first-bracket rate of personal in- 
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come tax, but accompanied by the 
following safeguards: 


1. The power be available only 
when the President has issued a state- 
ment that in his judgment economic 
conditions are such that adjustments 
are necessary. 

2. The range of permissible adjust- 
ment be limited to five percentage 
points upward or downward, or one- 
quarter of the present 20 per cent 
first-bracket rate. 


3. The adjustment should be limited 
to six months subject to renewal by 
the President by another statement, 
unless Congress acts sooner by law 
to extend or supplant it. 


4. The exercise of the conditional 
power by the President should be 
subject to a legislative veto by a 
concurrent resolution of both Houses 
of Congress before any tax adjust- 
ment takes place. This would require 
the President to lay before the Con- 
gress any proposal to adjust the tax 
rate, the proposal to lie there up to 
30 days, unless a concurrent reso- 
lution of disapproval is sooner voted 
on and rejected. This is similar to 
the procedure followed under Reor- 
ganizations Acts for reorganizing gov- 
ernment agencies. 

The commission’s recommendations 
for using the tax system as a stabilizer 
for the national economy are similar 
to those presented by panel members 
before the House Committee on Ways 
and Means during its “tax reform” 
hearings in 1959 and 1960. 


The Tax Court 

William M. Fay of Pennsylvania 
has been appointed by the President 
as a judge of the Tax Court of the 
United States, succeeding Judge J. Ed- 
gar Murdock who retired on June 30, 
1961. Mr. Fay will complete the un- 
expired term of Judge Murdock which 
will end on June 1, 1968. 
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Our Thoughtful Tax Man this month is John K. Hulse, 
a Certified Public Accountant. 


URING THE CHRISTMAS HOLIDAYS the thoughts of mil- 

lions turn to the fascinating subject of deductions. Not that 
they have any intention of rushing in to file their income tax returns 
in January; they merely want to dwell on the possibilities before the 
end of the year, to insure that nothing is left to chance. 


What about that loan to the brother-in-law that was not repaid? 
The bill for repairs to the family car from the fender-bending incident 
that the other fellow would not pay for? The bill from the carpenter 
for repairing the damage by hungry termites to the sill and joists of 
the house? 


Now for a little figuring and testing. How close to the standard 
deduction is the total of all nonbusiness deductions which have a rea- 
sonable chance of approval? Would payment for a year in advance 
of tax on the home and interest on the mortgage, make that total high 
enough that income tax would be saved between this year and next by 
itemizing deductions for this year and using the standard deduction 
next year? 


Perhaps it would be well to see what somebody else thinks of the 
chances of getting by with the doubtful items. Maybe someone will 
come up with his own experience along these or similar lines, or at 
least have some ideas about them. 


Thus may one visualize an annual spectacle of millions of tax- 
payers, between late December and early April, sizing up actual and 
potential deductions, and discussing them with millions of others, 
while thousands of employees in the offices of the District Directors 
are pouring over returns for previous years in which the same millions 
of taxpayers entered their conclusions as to the deductibility of various 
outlays or losses in those earlier years. 


It might be profitable to take stock and see where this deduction 
complex has gotten us. We know that it is costly to most of us, from 
the mere fact that Internal Revenue spends millions in checking the 
doubtful items. We know that the opportunity afforded us by the 
exercise of “legislative grace” to deduct items of a personal nature, 
has been a temptation to cheat which is sometimes too difficult to 
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resist, in view of the high rates of tax. 
We know, for instance, that there is 
too much fiction written into tax returns 
in the field of charitable contributions. 


Only by comparing itemized de- 
ductions with the standard deduction 
—the automatic 10 per cent allowance 
—can we learn precisely what effect 
these nonbusiness deductions have 
had on most of us who contribute to 
the greatest fiscal operation in history. 
Each year the Commissioner publishes 
statistics complied from personal re- 
turns. The latest tax year for which 
these figures have been issued is 1958. 
The comparison can best be made by 
the use of figures relating to persons 
with gross income below $10,000. 
Taxpayers in this income range were 
93% per cent of the total for that year. 


Of the 54-odd millions of taxpayers 
with whom we are concerned, 37 mil- 
lion used the standard deduction. 
This clear majority, by comparison, 
really “took it on the chin.” The 
others—the itemizers—had deductions 


totalling 20% per cent of their aggre- 
gate income. 


The majority not only paid more 
than their share of the total tax bur- 
den; they paid more, in proportion 
to their income, than did the itemizers. 
Nobody could be expected to believe 
this without seeing the figures, so 
here they are: The majority had 
average gross income of $3,207, on 
which the tax was $317, or 9.89 per 
cent. The average of the 
itemizing minority was $5,188 and the 


tax $453, or 8.73 per cent. 


This should establish a record of 
some kind. Our income tax is based 
squarely on the principle of ability 
to pay, and the graduated rates of 
tax were adopted as a means of ac- 
complishing that result. Yet here we 
find the whole concept reversed as to 
the majority of persons subject to 
the tax. 
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There are several reasons for this 
foul-up. The first is found in the per- 
centage rate of the standard deduc- 
tion. When it was put into the law 
in 1944, 10 per cent was ample. For 
the first five years about 83 per cent 
of all taxpayers used it. But in 1949 
it began to slip, and through a gradual 
loss in popularity its use reached its 
low point of 65 per cent in 1958. In 
that year combined itemized deduc- 
tions for taxes and interest alone 
exceeded 10 per cent. 


Assuming that taxes on the home 
and interest on the mortgage are the 
predominant elements of these deduc- 
tions in returns filed by the itemizers, 
we find it necessary to remind our- 
selves that every renter, whether of 
a house, an apartment, or a single 
room, pays these housing expenses 
too—along with a return on the land- 
lord’s equity in the property. Yet, 
when paid indirectly they are not de- 
ductible, with the result that most 
renters use the standard deduction in 
their returns. 


Another reason is that, included in 
the 37 million “standard deducters” 
in 1958, were more than 17 million 
who filed the simple card, Form 1040A, 
as their return. Undoubtedly many 
of these persons, in choosing this easy 
escape from the bewildering forms 
and instructions, unwittingly over- 
paid their tax by foregoing nonbusi- 
ness deductions of which they had 
little or no knowledge. 


The third major reason is the 
penchant of the more enlightened for 
nonbusiness deductions, as mentioned 
at the outset. The current record ap- 
propriation for additional enforcement 
personnel reflects official concern that 
the situation may be getting out of 
hand. 


A reason not so apparent is the fact 
that certain livelihood expenses in- 
curred by persons in the low-income 
group are required to be treated as 
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part of the standard deduction by 
those who use it. This is a strange 
provision of the law, because these 
outlays are not nonbusiness expenses ; 
they are direct costs of producing 
taxable income. Included in this cate- 
gory are certain unreimbursed expenses 
of employees; the cost of child care 
incurred solely to enable the parent 
to work; and required outlays by 
teachers for supplementary education. 

A still further reason, and a peculiar 
one indeed, is that many of the owners 
of debt-free homes, of which there 
were nearly 27 million in 1958, are 
included among the 37 million per- 
sons who used the standard deduction 
—because they paid no mortgage in- 
terest. Their rewards for industry 
and frugality include a higher annual 
income tax bill. 


All these reasons are by-products 
of a lack of foresight, or possibly of 
intellectuai the 
original income tax law was first en- 
acted, some 48 years ago. There is 
no clear proof as to which condition 
was chiefly responsible. 

For 1913, the first year, some 357,000 
returns resulted in collections of about 
$28,000,000—less than $79 on the aver- 
Would clairvoyance have been 


dishonesty, when 


age. 
required to envision that these figures 
would reach 60 million and 34 billion, 
respectively, for an average of $567, 
as they did in 1958? 

On the alternative point, Congress 
provided that personal living 
expenses should not be deducted, but 
that housing expenses in the nature 
of taxes and mortgage interest were 
allowable. It is hardly possible that 
this contradiction was an oversight. 


and 


Whatever the underlying cause, the 
outcome is a unique situation: dis- 
crimination against a majority group. 
What does Congress do about a political 
freak like that? 
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Before speculating on this, it may 
be well to appraise the distortion in 
the impact of the tax, the extent of 
the discrimination, at the time Con- 
gress will tackle this problem, if it 
does. Since the year 1958, which sup- 
plied the proof of the existence of 
these conditions, mortgage debt has 
increased by many billions, property 
taxes have moved up, more state and 
local income taxes have been enacted 
and tax rates under existing laws have 
been raised, and the costs of nearly 
all goods and services have become 
higher. The discrimination demon- 
strated for 1958 will be found to have 
become greater in 1959, and still 
greater in 1960. In the absence of 
unusual factors, it will continue to 
grow until the tax-writing committees 
of Congress put an end to it. 


The victims of the Congressional 
inaction to date are, for the most part, 
persons with low incomes. They have 
little understanding of the income tax, 
and little or no awareness of the 
situation that has developed to their 
detriment. To understand these people 
tax-wise, one should spend a few days 
during the annual return-filing rush 
in a District Director’s office—observ- 
ing, listening. If the official tax 
planners who advise Congress on in- 
come tax legislation would do that, 
the cause of logical and simplified 
income tax law would be greatly 
advanced. 


Getting back to the matter of what 
Congress will do, if and when it does 
anything to lighten the burden on 
this inarticulate majority, we find two 
outstanding obstacles: the need for 
revenue, and the historical fondness 
for deductions. How shall the two be 
reconciled ? 


Granted that the government can- 
not sanction changes in the law which 
would reduce the revenue, there are 


two apparent courses available. One 
is to more than double the percentage 
rate of the standard deduction, and 
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raise the tax rates on everybody. 
The other is to eliminate all nonbusi- 
ness deductions except contributions 
and medical expenses, do away with 
the standard deduction as well, and 
reduce the tax rates in all brackets. 
There would be no need to disturb 
the personal exemptions under either 
method. 


The first method has flaws which 
are readily discernible. It would not 
be a permanent remedy, as_ the 
experience with the 10 per cent rate 
between 1944 and 1958 has demon- 
strated. It would not be realistic, 
because it would be based on unaudited 
returns, and, moreover, on returns in 
which average gross income is higher 
than the average for the group for 
which relief is sought. It would 
intensify the search for deductions. 
It would contribute nothing toward 
the removal of present inequities in the 
law, such as those resulting from 
the illogical treatment of livelihood 
expenses. It would be another de- 
terrent to a reform which most tax- 
payers want: sounder, more logical, 
less complex tax law. 

The second method has none of 
these defects, and has many advantages. 
There are two obstacles, however, 
that would put a severe strain on the 
moral courage of the tax-writing com- 
mittees. It will not be easy to deprive 
the habitual itemizer of his favorite 
winter sport. Nor will it be a simple 
matter to convince the tax planners 
who advise these committees, that 
taxpayers’ compliance problems can 
and should be simplified. 

The first step for all concerned is 
to recognize a basic fact: tax law 
which encourages the subject taxed, 
to divert taxable income to personal 
use and thereby avoid the tax on it, 
is unsound law. Failure of the legis- 
lators in the past to give effect to this 
fundamental truth is the greatest 
handicap to correction of the existing 
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inequity and the needless complexity 
of the law as it affects individual 
taxpayers. 

The typical taxpayer is a responsible 
citizen who recognizes the need for 
revenue to finance government opera- 
tions and the defense effort. He does 
not want to pay more than his share, 
however, so he engages in the na- 
tional winter sport with a vengeance, 
for the simple reason that the Con- 
gress, in exercising the legislative grace 
whereby nonbusiness deductions are 
permitted, has created for him a fasci- 
nating game. He would readily give 
it up if the alternative is sound, sensible 
law in which rates of tax are lowered 
sufficiently to compensate him for 
his loss. 

The second method would not, 
actually, deprive him of all oppor- 
tunity to engage in the sport. The 
nonbusiness expenses unallowable as 
deductions would not include liveli- 
hood expenses of the kind already 
described, nor outlays nor losses re- 
lated to the production or collection 
of taxable income, nor expenses for 
the management, conservation or main- 
tenance of property held for the pro- 
duction of income. Deduction of all 
of these items is allowable under the 
law as it now stands, and no change 
should be made. With the standard 
deduction removed, anyone who has 
any of them would be assured that 
he would get the full benefit of de- 
ducting them. 


Unallowable nonbusiness expenses 
would comprise purely personal items, 
such as housing expenses, damages 
to insurable property devoted to per- 
sonal use, taxes on purchases of items 
for personal use, such as gasoline for 
the family car, and other outlays not 
required to be made in earning a live- 
lihood, conducting a business or pro- 
tecting business property. The sport 
would merely be changed slightly. 
The new rules would supply different, 
but more definite, tests of deductibility. 
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There may be a third method, or 
a combination of the two methods 
described. If so, the official tax plan- 
ners will find and develop it. It is 
probable that they will present some- 
thing in the near future, as it is incon- 
ceivable that the situation will remain 
long uncorrected, and be permitted 
to grow worse, now that its existence 
is a matter of official record. Dis- 
crimination against a helpless majority 
is unthinkable, as is taxation which 
flouts the principle of ability to pay. 

Whatever the means found for mak- 
ing the personal income tax sound 
and rational, provision should be made 
for disposition of two troublesome 
problems: contributions claimed but 
not made, and state and local income 
taxes. 

Charitable contributions supply the 
broadest and safest field for playing 
the winter sport without proper re- 
gard for the ground rule which re- 
quires that the participant be factual. 
Many donations are difficult to verify, 
some are impossible. Coupled with 
the small percentage of returns with 
low incomes which are subjected to 
detailed audit, these circumstances 
afford the chiseler an opportunity 
often embraced—in many instances 
encouraged by irresponsible persons 
who prepare returns for a fee. In the 
single return, the amount of tax in- 
volved is negligible, but in the ag- 
gregate, the drain on the revenue is 
considerable. 

There is a simple and effective 
remedy for this—one with a sound 
precedent. Persons who have not 
reached age 65 may deduct medical 
expenses only in excess of 3 per cent 
of their gross income. The same rule 
could be applied to contributions, and 
with reasons in addition to adminis- 
trative ones. Everyone has a duty to 
support his church and, to an extent 
within his means, the organizations 
which supply essential services, such 
as the Red Cross and the United 
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Fund. Without them, the services 
would be supplied by the government, 
and the cost would be passed right 
back to the taxpayer who now finances 
them voluntarily. Government could 
not do the job as well, nor at the low 
cost prevailing under the present 
system. 


State and local income taxes should 
be given special treatment because of 
their nature and of the distortion in 
the federal tax which is brought about 
by their present classification as 
deductions. 


The first difficulty is found in de- 
termining whether they are business 
or personal expenses. This dilemma 
is exemplified by an official ruling 
which held that a city income tax on 
profits from the practice of a profes- 
sion was not an expense of the prac- 
tice, but a nonbusiness expense. In 
situations where the tax is on both 
earned income and investment income, 
part would be a livelihood expense, 
part an investment expense. Under 
present law both parts would be non- 
business deductions, and allowable as 
such—unless the standard deduction 
is used. 


It frequently happens that a person 
has a profitable year in his business, 
or an unusual capital gain, followed 
by a year in which there are no profits 


nor gains. In the second year he pays 
a large state or local income tax, but 
has no taxable income against which 
to get the benefit of the. payment, 
with the result that, as between the 
two years, his federal tax is badly 
distorted. 

Everybody has the same protection 
from the federal tax dollar, no matter 
where he lives. Yet any state or tax- 
ing subdivision may cut deeply into 
the federal tax of its residents by im- 
posing an income tax of its own which 
is deductible in the federal return. 

The basic difficulty is found in the 
treatment of these taxes as deduc- 
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tions, rather than as credits against 
the federal tax in the year in which 
the income taxed is realized. For 
many years such a credit has been 
allowed against the income tax for 
tax paid foreign countries, and against 
the federal estate tax of decedents for 
state death taxes paid. The principle 
has been proved sound. 

In addition to a number of large 
cities, 35 states now have an income 
tax. Generally, the tax is on the en- 
tire income of residents, and on income 
earned in the state by nonresidents. 
Only 20 states permit deduction of 
the federal tax, so there is not com- 
plete reciprocity in this respect. Nor 
does it exist between the states them- 
selves. Efforts among the states and 
cities to achieve some degree of uni- 
formity and cooperation have accom- 
plished nothing. The need for constantly 
increasing revenues adds to the con- 
fusion and the difficulties of reaching 
solutions. 


The federal government could make 


headway in simplifying compliance 
with its income tax law, and in re- 
moving some of the inequities caused 


by these state and local taxes, if it 
would disallow the deduction of all of 
them, and provide instead a maximum 
credit, computed by use of a percent- 
age applied to adjusted gross income 
in the federal return. 

This course might, in addition, sup- 
ply the stimulus needed to induce the 
states and municipalities concerned 
to get together on their common 
problems and difficulties. 


The situation described here cannot 
be lightly dismissed as merely another 
instance of distortion in the impact of 
the tax. A much more serious prob- 


lem is involved. It is unnecessary to 
charge that enforcement of the law 
as it applies to individuals has bogged 
down. The Revenue Bill of 1961 ad- 
mits that—in its proposal to require 
that income tax be withheld from 
payments of dividends and interest. 


For many years information returns 
have been required as to such pay- 
ments. The Treasury now admits 
that it cannot make them serve their 
purpose. If Internal Revenue can- 
not perform the simple clerical chore 
of matching information reports with 
individual returns, in order to stop 
the $3 billion leak described by the 
President in submitting the bill, it 
certainly cannot be expected to per- 
form the technical work required to 
verify nonbusiness deductions aggre- 
gating $27.5 billion. It does not at- 
tempt to do so, of course, but the time 
spent on those deductions in the rela- 
tively few returns audited could be 
used to advantage in tracing the un- 
reported investment income. 


So it appears that under the present 
system $3 billion which should be in 
returns cannot be traced because 
emphasis is placed on verifying a 
small fraction of $27.5 billion which 
should not be in returns at all, except 
for legitimate medical, investment and 
livelihood expenses, and contributions. 
The system is to blame—not the In- 
ternal Revenue Service. 

If enforcement as it relates to indi- 
vidual returns continues to deteriorate, 
it will ultimately become chaotic. 
The tax practitioner is in the front 
ranks of those who cannot afford to 
have that happen. The remedy is to 
change the system by adopting law 
which can be enforced. [The End] 


May business casualties climbed steeply to reach 1,545, the second-largest toll 
in the post-war period, reports the Senate Small Business Committee. Spurred 
largely by increases among moderate sized concerns and in wholesale trades, 
the failures came close to the record high of 1,610 registered in March and 
exceeded by 21 per cent the May 1960 level. More failures took place than 
a year ago in all lines of business except the service trades, notably retail. 
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Traps in Refund Suits 


By THOMAS E. SMAIL, Jr. 


RAPIDLY INCREASING NUMBER of tax practitioners are liti- 

gating tax controversies in the United States District Court and 
the United States Court of Claims. “[R]ecords in the Tax Division 
show that civil tax litigation has nearly tripled since 1947. Back in 
1947, only about $85 million was involved in all federal tax cases in 
the District Courts and the Court of Claims. Today, the figure is 
in excess of $600 million, about 7 times the 1947 total.” ? 


The rapid expansion of tax litigation by way of refund suits in 
the district court and Court of Claims is bringing into these courts 
many tax practitioners whose tax litigation experience is limited 
to cases in the Tax Court. However, a refund suit is not just a Tax 
Court case brought in another forum. The law applicable to suits for 
refund, which are brought in the district court and Court of Claims, 
has basic and important differences from the law applicable to cases 
in the Tax Court. A substantial number of refund suits are lost * each 
year because taxpayers’ lawyers try refund suits as they would a case 
in the Tax Court. This article is a discussion of the traps in refund 





*An excerpt from a prepared address given by former Assistant Attorney 
General, Charles K. Rice, in charge of the Tax Division, Department of Justice, 
at the annual dinner of the Cornell Law Association on May 8, 1959; 1959 CCH 
STANDARD FEDERAL TAX Reports Vol. 6, { 8730. This trend has continued as 
evidenced by a Department of Justice Release concerning Tax Division statistics, 
dated October 10, 1960, which stated, in reference to civil tax litigation in federal 
courts (which does not include the Tax Court): “ federal tax litigation 
continues to increase ... [and we can expect] further increases in the amount 
of new litigation.” During this same period, J. Edgar Murdock, Chief Judge 
of the Tax Court, stated in a hearing before the House Subcommittee on 
Appropriations, 1960 CCH SranpArp Feperat TAx Reports Vol. 6, 8963, dated 
March 2, 1960, in reference to the Tax Court: ‘ during this last 6-month 
period, our current case load has been shrinking as compared with the case load 
for the previous year ... and I do not see any reason not to be hopeful— 
that this trend . . . will continue, and our volume will begin. to go down.” 

* Taxpayers won slightly more than half of the refund suits tried last year. 
See “Annual Report of IRS Operations for Fiscal 1960” 1961 CCH SraNparp 
FepeRAL TAX Reports Vol. 7, ¥ 8994. 
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The author is a California attorney and a former trial 
attorney in the Tax Division of the Department of Justice. 


suits that are well known to the De- 
partment of Justice Attorneys* and 
utilized by them as a matter of routine 
to defeat refund suits which might 
have been won if the taxpayer's 
lawyers had been aware of the special 
problems in these actions. 


Before discussing the legal distinc- 
tions between a refund suit and a Tax 
Court case, it should be noted that 
refund suits are heard by judges with 
markedly different daily experience. 
The district court and Court of Claims 
judges handle a wide variety of ac- 


tions instead of hearing only tax cases. 
The district court, where most refund 
suits are brought, is the basic federal 
trial court. Its judges handle a large 
number of criminal trials and civil 
trials employing juries which are never 
heard in the Tax Court (or Court of 
Claims). Probably due to their load 
of criminal cases, the district court 
judges are sharply attuned to the rules 
of evidence and frequently adhere to 
them strictly in refund actions. The 
district court judges are trial judges 


* Refund suits in the Court of Claims and 
all district courts are defended by the Trial 
Section, Tax Division, Department of Justice, 
Washington, D. C., with the exception of the 
District Courts for Northern and Southern 
Districts of California and Southern Dis- 
trict of New York and to a limited extent 
in the Eastern District of Washington where 
refund suits are tried for the government 
by the United States Attorneys for these 
districts. 

* Flora v. U. S., 58-2 uste J 9606, 357 U. S. 
63, reh’g 60-1 ustc J 9347, 362 U. S. 145, 
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who are accustomed to dealing with 
trial attorneys rather than tax attor- 
neys. Although a suit for refund be- 
fore a Court of Claims commissioner 
has a style and feeling similar to the 
informal and comparatively friendly 
Tax Court cases, it nevertheless en- 
compasses the same burden of proof 
and defenses as refund suits in the 
district court. 


Jurisdictional Requirements 


Although in the vast. majority of 
refund suits, the taxpayers’ attorneys 
satisfy the preliminary jurisdictional 
requirements, a sufficient number of 
attorneys stumble here to afford a 
brief recitation of these steps. In 
general, the taxpayer must pay the 
tax which he is contesting,‘ file a 
claim for refund® within three years 
from the filing of a return or within 
two years from payment of the tax,°® 
file suit after formal notice of disal- 
lowance of the claim for refund’ or 
six months after filing the claim for 
refund,® file suit no later than two 


® Sec. 7422(a). 

* Sec. 6511(a). 

* Sec. 6532(a). Suits are not infrequently 
filed too early upon receipt of correspond- 
ence from the Commissioner indicating the 
claim will be disallowed but prior to the 
formal disallowance (Form L-60) sent by 
registered mail. This defect is usually 
waived by the United States because the 
six-month period will normally have ex- 
pired by the time the government files a 
responsive pleading. 

* Sec. 6532(a). 
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years after formal notice of disallow- 
ance of the claim for refund® and 
base his suit upon the grounds set 
forth in the claim for refund.'° 


Double Burden of Proof 
in Refund Suits 


Refund suits normally have the 
same roots as Tax Court actions, that 
is, the assertion of a deficiency by 
the Coéthmissioner.'' However, taking 
the refund route involves differences 
in addition to the well-known require- 
ment of prepaying the contested tax. 
In the Tax Court, the taxpayer has 
one burden of proof—to prove the 
Commissioner’s determination wrong. 
In refund suits in the district court 
and Court of Claims there is a double 
burden of proof. In addition to prov- 
ing the Commissioner’s determination 
wrong, the taxpayer must prove that 
the United States owes him a specific 
amount of money. Failure to recog- 
nize and therefore to sustain this 
second burden of proof all too often 
defeats the taxpayer’s attorney. 

The case of Roybark v. U. S., 52-1 
ustc { 9333, 104 F. Supp. 759, aff'd, 
55-1 ustc § 9122, 218 F. 2d 164 
(CA-9), serves as an example of the 
problem. Roybark bought and sold 
used cars for amounts in excess of 
OPA ceiling prices. The Commissioner 
disallowed costs which he estimated 
taxpayer had expended in excess of 
OPA prices and asserted a deficiency 
for the years 1945 and 1946. The tax- 
payer paid the asserted deficiency for 
both years and sued for refund in the 
district court. 

The court held the Commissioner 
was in error but denied the claim for 
refund. The court pointed out that the 
taxpayer did not report the amount 
by which his sales exceeded the OPA 





* Sec. 6532(a). 

” Real Estate-Land Title Trust Company v. 
S., 40-1 uste $9184, 309 U. S. 13 and 
S. v. Andrews, 38-1 ustc § 9020, 302 U. S. 

17. 
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ceiling prices in 1945. However, in 
1946 taxpayer reported the total sales 
price received in that year and also 
the amount received in excess of 
OPA ceiling prices in 1945. Although 
the taxpayer apparently reported his 
total income for the two-year period, 
he failed to introduce sufficient evi- 
dence to establish accurate figures of 
income for each year separately. For 
this reason, the court held the tax- 
payer failed to sustain his burden of 
proof and could not recover what 
was admitted to be an erroneously 
assessed tax. The court said: 


“There is a well-recognized distinc- 
tion between the taxpayer’s burden 
of proof in an action such as this and 
a proceeding before the Tax Court. 
Taylor v. Commissioner, 2 Cir. 70 F. 
2d 619, 621, affirmed Helvering v. Tay- 
lor, 293 U. S. 507, 514, 55 S. Ct. 287, 
79 L. Ed. 623; Forbes v. Hassett, 1 
Cir., 124 F. 2d 925, 928; Maroosis v. 
Smyth, 9 Cir., 187 F. 2d 228, 232. 

“As stated by the Second Circuit 
in Taylor v. Commissioner, 70 F. 2d 
619, 621; [aff’d, 35-1 ustc J 9044, 293 
U. S. 507]: 

*. . . the reason for this is obvi- 
ous; a plaintiff, seeking an affirmative 
judgment measured in dollars, must 
prove how much is due. His claim is 
for money paid and he must show that 
every dollar he recovers is unjustly 
withheld. So it is not enough merely 
to prove that the tax as a whole was 
unlawful ; *” (Italics supplied. ) 

In a refund suit you must first sus- 
tain the Tax Court burden of proof 
by proving the Commissioner wrong 
and then prove that the United States 
is indebted to you in a specific sum 
of money. This makes it imperative 
that the tax returns for all years in 
controversy be introduced into evi- 





“Of course, claims for refund can arise 
by the taxpayer discovering an overpay- 
ment without any prior assertion of a defi- 
ciency by the Commissioner. 





dence. Also, it is good trial practice 
to have an accountant testify as tax- 
payer’s last witness. By putting hypo- 
thetical questions to the accountant, 
the evidence can be summarized and 
the accountant can testify that if this 
evidence were believed the taxpayer 
would be entitled to a refund of a 
specific amount. However, it is quite 
satisfactory to obtain a stipulation 
from the Department of Justice at- 
torney that the record will be held 
open after the court’s determination 
of the legal and factual issues so that 
the Internal Revenue Service can sub- 
mit to taxpayer a computation of the 
amount of refund owing which will 
be incorporated in the judgment if 
acceptable to the taxpayer, and if not 
acceptable, the matter of computation 
will then be heard by the court. 


Taxpayer Limited 
to Theory of Claim for Refund 


The attorneys and accountants who 
dash off a claim for refund with the 
idea that they will dig deeper into 
the question at a later time, endanger 
the loss of a valid claim. Frequently, 
subsequent research of the problem 
will reveal a better, or at least an 
alternative, basis for recovery. How- 
ever, unless the original claim is 
amended to include new theories of 
recovery prior to the running of the 
statute of limitations, the taxpayer is 
limited at trial to the theory pre- 
sented in the original claim. 

Clearly setting forth the new or 
alternative theory in the complaint 
(in the district court) or petition (in 
the Court of Claims) does not solve 
the problem. Contrary to the normal 
situation, in refund suits the com- 
plaint or petition is not the basic docu- 
ment that circumscribes the action. It 


is only the Commissioner’s rejection 
of the grounds stated in the claim for 
refund that is subject to review by 
the district court or the Court of 
Claims.?* Therefore, when a claim for 
refund is submitted, it should contain 
all of the facts and theories that would 
be found in the complaint or petition 
of a future refund suit. After the 
statute of limitations for filing and 
amending a claim for refund has 
passed, the taxpayer’s theory of the 
case is frozen.** The Court of Ap- 
peals for the Second Circuit has held: 


“cc 


. it is settled by authorities too 
numerous for complete citation that 
a taxpayer who brings suit after a claim 
for refund has been denied can rely for 
recovery only on grounds presented to 
or considered by the Commissioner. 
United States v. Felt & Tarrant Mfg. 
Co., 283 U. S. 269, 272, 51 S. Ct. 376, 
75 L. Ed. 1015. Weagant v. Bowers, 
2 Cir., 57 F. 2d 679, 680. The purpose 
of this requirement is to give the 
Commissioner notice of the nature of 
the claim (Nichols v. United States, 7 
Wall. 122, 130, 19 L. Ed. 125), and 
afford an opportunity for administra- 
tive adjustment without suit. United 
States v. Piedmont Mfg. Co., 4 Cir., 89 
F. 2d 296, 300; Paul Jones & Co. v. 
Lucas, D. C. Ky., 33 F. 2d 907, 908; 
affirmed 6 Cir., 64 F. 2d 1018. The 
court proceeding is intended only as 
a review of the Commissioner’s de- 
Hence new grounds or facts 
in support of the claim should be 
submitted to the Commissioner by a 
timely amendment to the claim for 
refund. New facts which the 
Commissioner has had no opportunity 
to pass upon cannot, in our opinion, be 
adduced at trial.” Samara v. U. S., 129 
F. 2d 594, 597 and 598 (CA-2, 1942) 


cision. 





® Zachary v. U. S., 55-1 ustc § 9245, 126 F. 
Supp. 726, aff'd, 55-1 ustc §9325, 220 F. 2d 
749 (CA-2). 

* The liberal federal rules for amending 
pleadings are of no avail to the taxpayer 
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because an amended complaint or petition 
cannot alter the earlier claim for refund 
which limits the refund suit. 
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[42-2 ustc J 9584], cert. den. 317 U. S. 
686. (Italics supplied.) 


Government Can Invoke 
New Defenses 

Although the taxpayer is restricted 
to the theories presented in his claim 
for refund, the government is not 
bound to its basis for denying the 
claim in refund suits. Taxpayer’s 
attorneys are frequently surprised to 
find that the government has success- 
fully changed its defense at trial. 

In a refund suit, the basic question 
is not whether a deficiency asserted 
by the Commissioner is correct, but 
whether the United States is indebted 
to the taxpayer in a particular sum 
of money. Because of this principle, 
the courts normally permit the govern- 
ment to make new contentions in 
support of the Commissioner’s denial 
of the claim for refund without re- 
quiring the government to set forth 
the new defense in its pleadings. In 
the case of Western Maryland Railway 
Company v. U. S., 55-1 ustc § 49,136, 
131 F. Supp. 873, 889, aff'd, 56-1 ustc 
9130, 227 F. 2d 576 (CA-4), cert. 
den., 351 U. S. 907, the court stated: 

“T have found that the Commis- 
sioner treated the Plan of Reorgani- 
zation as a whole, and allowed as 
equity invested capital under section 
718(a) the fair market value of the 
preferred stock and the common stock 
of the New Company... . However, 

it does not follow that the find- 
ings of the Commissioner are binding 
on the Government and cannot be 
put in issue in this suit. Plaintiff’s 
contention misconstrues the nature of 
this action and the burden on plain- 
tiff. The ultimate question in an action 
for refund of taxes. is not whether the 
Commissioner erred, but whether the 
taxpayer can establish that his taxes for 
the year in question have been overpaid ; 
in other words, whether the Govern- 
ment has money which is rightfully 
his . . . In such an action, the plain- 
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tiff must recover by virtue of a right 
measured by equitable standards, and 
if under all the facts the taxpayer has 
failed to show that the Government 
has an excess of taxes for the year 
in question which equitably belongs 
to the taxpayer, he cannot recover. 
Ryan v. Alexander, 10 Cir., 118 F. 2d 
744... in many suits for refund, the 


courts have held that a taxpayer may 
not capitalize upon a mistaken determi- 
nation of the Commissioner where the 
evidence fails to show that the taxpayer 
has over 
supplied. ) 


paid his taxes.” (Italics 

Consideration should also be given 
to the case of U. S. v. Pfister, 53-2 
ustc § 9477, 205 F. 2d 538 (CA-8), 
which was a suit for refund that 
appeared to involve the question of 
whether the taxpayer was entitled to 
be taxed at capital gain rates on the 
gain from the sale of cattle. The 
government filed two counterclaims. 
In addition to the counterclaims, the 
government raised a new defense at 
trial contending the taxpayer had 
erroneously deducted the cost of ani- 
mals purchased for the breeding herd 
as an ordinary business expense. The 
district court held that this last de- 
fense was outside the pleadings and 
could not be considered by the court 
and held for the taxpayer. The court 
of appeals reversed, saying: 

“It is true, as the court said, that 
the challenged deduction is not men- 
tioned in any of the Commissioner’s 
jeopardy assessments, nor is it made 
the basis of a counterclaim in any 
pleading filed by the United States. 
3ut all this is entirely beside the point. 
The validity of any deduction claimed 
by the taxpayer in his income tax return 
is inevitably in issue in his action to 
recover alleged overpayments of income 
tax. ‘ the ultimate question pre- 
sented for decision, upon a claim for 
refund, is whether the taxpayer has 
overpaid his tax. This involves a re- 
determination of the entire tax lia- 
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bility. While no new assessment can 
be made after the bar of the statute 
has fallen, the taxpayer, nevertheless, 
is not entitled to a refund unless he 
has overpaid his tax. The action to 
recover on a claim for refund is in 
the nature of an action for money 
had and received and it is incumbent 
upon the claimant to show that the 
United States has money which be- 
longs to him.’ Lewis v. Reynolds, 284 
U. S. 281, 283, 52 S. Ct. 145, 146, 76 
L. Ed. 293. And where under 
the evidence either the legality or 
the amount of the claimed deduction 
is brought in question in an action to 
recover an overpayment of taxes, an 
issue is raised available for defense 
ak Champ Spring Co. v. United 
States, 8 Cir., 47 F. 2d 1, 3; Rothensies 
v. Electric Storage Battery Co., 329 
U. S. 296, 299, 67 S. Ct. 271, 91 L. Ed. 
296.” (Italics supplied.) 


Although the above-quoted language 
of the Pfister case is to the contrary, 
the author believes the more preva- 
lent and better rule is that the govern- 
ment cannot defend a refund suit by 
injecting issues which are extraneous 
to the transaction covered by the 
claim for refund without giving tax- 
payer notice of this defense before it 
is considered by the court. See Budd 
Company v. U. S. 56-2 ustc ¥ 10,068, 
19 F. R. D. 346, aff'd on other grounds, 
57-2 ustc § 10,051, 252 F. 2d 456 
(CA-3). 


By way of contrast, Rule 14 of 
the Rules of Practice before the Tax 
Court provides that the Commissioner’s 
“. . . answer shall be drawn so that 
it will advise the petitioner and the 
Court fully of the nature of the de- 
fense.” The Tax Court interprets this 
rule in a manner which causes the 
Commissioner to set forth in his plead- 
ings any new basis for the asserted 








“Rule 16 of the Federal Rules of Civil 
Procedure. 

* Rule 28 of Rules of the United States 
Court of Claims. 
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deficiency that he will present in a 
Tax Court trial. Accordingly, it is 
difficult for the Internal Revenue Serv- 
ice attorneys to employ surprise de- 
fenses in Tax Court actions. 


Many attorneys proceed to trial in 
refund suits upon the false assump- 
tion that the Department of Justice 
attorneys will try a refund suit upon 
the theory of defense espoused by the 
revenue agent or the Commissioner in 
denying the claim for refund. Gener- 
ally, this assumption stems from falsely 
equating Tax Court actions with re- 
fund suits. 


The problem of determining the 
government’s defense in refund suits 
can and should be solved by the use 
of pretrial procedures available in 
the district court** and Court of 
Claims.** Through pretrial confer- 
ences, the government’s defense can 
be established precisely, made a part 
of the record and met at trial. 


Suits Against District Directors 


Taxpayers have a choice in refund 
suits in the district court of suing the 
United States or a district director 
(formerly “collector of internal reve- 
nue”). The reasons for suing the dis- 
trict director were sound in the past 
but are very limited at present. 


Prior to 1954, the United States 
could only be sued in the district 
court for an amount up to $10,000 *° 
and no jury was available in any 
suits against the United States. Dur- 
ing this period it became popular to 
bring most refund suits in the district 
court against a collector of internal 
revenue for they could be sued for 
any amount of tax wrongfully col- 
lected and a jury trial was available. 
Wickwire v. Reinecke, 1 ustc { 265, 
275 U. S. 101 and George Moore Ice 


* The United States could be sued prior 
to 1954 for a refund of tax in the Court 
of Claims without limitation on the amount. 


1961 © TAXES—The Tax Magazine 





Cream Company, Inc. v. Rose, 3 UsTC 
{ 1100, 289 U. S. 373. 

On July 30, 1954, the Judicial Code 
was amended to permit suits in any 
amount to be brought against the 
United States in the district court for 
recovery of taxes illegally assessed.** 
At the same time, Congress allowed 
jury trials in suits for refund of taxes 
brought against the United States in 
the district court."* With these amend- 
ments the reasons for suing district 
directors almost vanished. Only two 
possible benefits remain: (a) if the 
suit is successful, a taxpayer can re- 
cover the fee for filing the complaint 
in an action against the district di- 
rector but not in an action against 
the United States,”® and (b) by suing 
the district director instead of the 
United States, a choice of place of 
trial is available if the district direc- 
tor resides in a different judicial dis- 
trict from the taxpayer. 

Whereas a suit against the United 
States must be brought in the judicial 
district in which the taxpayer resides,?° 
a suit against a district director is 
brought in the judicial district where 
he resides.** Accordingly, if the dis- 
trict director lives in a different ju- 
dicial district, by deciding to sue him 


instead of the United States, a case 
could be tried in a judicial district 
which might have more favorable 
legal precedents for the question to 
be presented. 


Many attorneys continue to bring 
refund suits against district directors 
for what appear to be historical rea- 
sons. Since a refund suit against a 
district director is based upon wrong- 
ful collection of a tax, suit must be 
brought against the district director 
who collected the tax.** In some dis- 
tricts there are rather frequent changes 
of directors. Many attorneys make 
the mistake of suing the director 
presently in office or a prior director 
who denied the claim for refund, in- 
stead of the director who collected 
the tax in issue. Suits against the 
wrong director are subject to dismissal 
and if the statute of limitations for 
bringing suit has expired by the time 
of the dismissal, the suit for refund 
is forever lost.** 

Tax practitioners can avoid the 
major traps in refund suits by being 
cognizant of these special problems 
and requirements that have caused so 
many taxpayers to lose valid claims 
against the government. [The End] 


PUBLICATION OF INFORMATION ON BUSINESS TAX RETURNS 


The second annual edition of Statistics of Income 


-U. S. 


Business Tax Returns has made its appearance. The current 
publication contains information from 10.7 million business 
tax returns covering accounting periods ended July, 1958 


through July, 1959. 


The number of business organizations grew by 15 per 
cent since 1953-1954, and profits increased generally. 


The book can be obtained from the Government Printing 
Office, Washington, D. C., for 60 cents per paper cover copy. 





* 18 USC 1346(a). 

*18 USC 2402. Of course, juries are not 
available in the Court of Claims. 

” 28 USC 2412(b) and Lichter Foundation, 
Inc. v. Welch, 59-2 ustc $9571, 269 F. 2d 
142 (CA-6). The filing fee only amounts 
to $15. 


Refund Suits 


28 USC 1402(a). 

28 USC 1391(b). 

*™ Buhl v. Menninger, 58-1 ustc J 9218, 251 
F. 2d 659 (CA-6). 

* Wolinsky v. U. S., 
F. 2d 865 (CA-2). 


59-2 uste J 15,263, 271 
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Grossing-up Foreign Dividends 


By LEON 0. STOCK 


Mr. Stock is with the accounting firm of 
Peat, Marwick, Mitchell & Company, New York City. 


O THE PALPABLE UNFAIRNESS of taxing undistributed 
foreign earnings, the Treasury would add the additional burden 
known as “grossing-up.” This, briefly, is a device that would require, 
in certain instances, the payment of United States tax on a portion of 
the subsidiary’s earnings never received by the domestic parent company. 


Grossing-up, as we will attempt to show here, will defeat the pur- 
pose for which—in theory at least—it was conceived. It will provide 
little additional tax revenue to the United States. It will discourage 
investments in less developed countries, in direct contradiction to the 
stated aims of the administration. 


In truth, the proposals can have only one end result—pure and 
simple harassment of United States business—and no amount of sugar- 
coating can make it palatable. They are the products of extremism and, like 
all extreme measures, are self-defeating. Neither grossing-up nor the 
proposal to tax unrepatriated earnings will accomplish the administra- 
tion’s purported objectives. 

To fully understand the change grossing-up is designed to effect, 
let us review in uncluttered terms our present tax procedures. 


Foreign Tax Credit 

Under existing law, dividends received by a domestic corporation 
from a foreign subsidiary are included in the tax return of the do- 
mestic company. These are subject, however, to a credit for a portion 
of the foreign taxes already paid by the foreign corporation. 

Thus, if a foreign subsidiary has earnings of $100,000, on which 
it pays a tax of $20,000 to the country in which it is domiciled, and 
distributes the balance as a dividend, the United States tax would be 
computed only on the balance, as follows: 


Dividend 


United States tax before credit (52 per cent)....... 
Less foreign tax credit (20 per cent of $80,000)...... 


United States tax after credit 
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It will be noted that the total taxes 
paid on the earnings of the foreign 
subsidiary—$20,000 in foreign tax 
and $25,600 in United States tax, or 
$45,600—is 6.4 percentage points less 
than the effective United States rate 
of 52 per cent. 


Grossing-Up Proposal 


The contention advanced is that all 
income received by a domestic corpo- 
ration, whatever its source, should be 


Dividend 


United States tax before credit (52 per cent) 


Less credit (20 per cent of $100,000) 


United States tax after credit 


The foreign and United States taxes 
would thus total $52,000 ($20,000 
plus $32,000), or 52 per cent. Since 
this corresponds to the United States 
effective rate, the question might be 
asked at this point: Isn’t that the way 
it should be? 

But this would logically raise a 
further question. If that is the way 
it should be, why has it been other- 
wise since 1918, when the credit pro- 
vision was first introduced into the 
law? 

It would seem obvious, even at this 
late date, that the purpose was to 
subject the actual dividends received 
on foreign investments to no more 
than the effective United States rate 
of tax. 


52 Per Cent 
of Dividends Received 

Let’s revert to the previous illus- 
tration, where foreign subsidiary earn- 
ings amount to $100,000; foreign tax 
$20,000; and the dividend $80,000. 
The net United States tax amounts 


Foreign Dividends 


subject to the same 52 per cent rate 
of tax. To do this, the Treasury pro- 
poses to change the law to require 
the domestic corporation to gross-up 
the dividend received. 

By this device, the domestic corpo- 
ration would be expected to forget 
that $20,000 has been paid to a for- 
eign treasury and to figure its divi- 
dend for purposes of taxation as 
$100,000 instead of $80,000. The tax 
would then be computed as follows: 


$100,000 


52,000 
20,000 


. $ 32,000 


to $25,600, which, when added to the 
foreign tax of $20,000, results in a 
total tax of $45,600. 


In relation to the subsidiary’s earn- 
ings of $100,000, the aggregate tax 
rate is 45.6 per cent. However, in 
relation to the amount of the divi- 
dend actually received, the aggregate 
tax of $41,600 ($25,600 plus $16,000) 
equals the United States rate (52 per 
cent of $80,000 equals $41,600). The 
foreign tax of $16,000 represents the 
amount allocable to the dividend 
($80,000 over $100,000 times $20,000 
equals $16,000). 


Foreign Dividends— 
‘Separate Existence” 


It would appear, then, that the ex- 
isting method of computing the for- 
eign tax credit is entirely reasonable. 
The foreign subsidiary is a corpora- 
tion separate and distinct from its do- 
mestic parent company. Until now, 
it has never been suggested that the 
separate existence of a subsidiary, 
domestic or foreign, be ignored. Yet 
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this would be the effect of grossing- 
up foreign dividends. United States 
tax would be paid on a portion of the 
foreign subsidiary’s earnings never re- 
ceived by the domestic parent company. 


If the grossing-up principle were to 
be accepted, some interesting questions 
suggest themselves. One is: If the 
United States tax is assessed against 
corporate earnings rather than the 
dividend received by the stockhold- 
ers, should not the same principle 
apply with equal force to dividends 
received by individual stockholders 
from a domestic corporation? 


For example, let’s assume a do- 
mestic corporation has earnings of 
$100,000 on which it pays $52,000 in 
tax and distributes the balance as 
dividends. Instead of reporting a 
dividend of $48,000, should not the 
individual stockholder gross-up the 
dividend to $100,000, and apply to 
that amount the graduated tax less 
credit for the corporate tax? One 
makes as much sense as the other. 


Despite the foregoing, the claim is 
made that foreign profits should be 
taxed at the same rate whether levied 
against an unincorporated foreign 
branch or against a foreign subsidiary 
from which dividends are received. 
This ignores the distinction between 
the two. Foreign branch profits are 
domestic company profits and, as 
such, are subject to United States 
taxation after credit for foreign tax- 
ation. This is the way it should be. 
A sole proprietor pays tax on his net 
income and a stockholder pays tax 
on his dividends. The sole proprietor 
is free to change his tax base simply 
by incorporating his sole proprietor- 
ship. Likewise, the domestic com- 
pany is free to incorporate its foreign 
branch. 


Where incorporation is rejected, it 
may reasonably be inferred that there 
are compensating benefits. 
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Foreign Subsidiary v. 
Foreign Branch 


The proposal to require grossing- 
up in order to achieve equality of 
taxation between the foreign subsidi- 
ary and the unincorporated foreign 
branch is a distortion. It singles out 
one alleged inequality and ignores 
others less favorable to the Treasury’s 
program. For example, foreign losses 
suffered by a branch are deductible 
from domestic profits. Losses of a 
foreign subsidiary are not. No sug- 
gestion has been advanced to allow 
the deduction of foreign subsidiary 
losses in order to eliminate tax ine- 
quality. 

Another example: Foreign exchange 
loss measured by the difference be- 
tween dollar value of a branch’s net 
current assets at the beginning of the 
year and the dollar value at the end 
of the year may be deducted in the 
United States tax return, but the 
same loss in a foreign subsidiary is 
not deductible. 


Other areas of difference could be 
enumerated, and they all add up to 
the conclusion that just as it is illogi- 
cal to equate the sole proprietorship 
and the corporation, it is equally illogi- 
cal to equate other dissimilarities. 


It is interesting to observe that 
grossing-up would have little or no 
tax significance on dividends received 
from foreign subsidiaries where the 
foreign tax approximates the effec- 
tive United States rate of 52 per cent. 


Subsidiary Dividend— 
French Tax Rate 


Take France, for example. Let’s 
look at the taxation of a $50,000 divi- 
dend from a French subsidiary with 
earnings of $100,000, on which it pays 
French tax of $50,000 and, in addition, 
withholds from the dividend an ad- 
ditional French tax at the rate of 15 
per cent. 


1961 @® TAXES—The Tax Magazine 





Dividend (net and gross) 


$100,000 


. $50,000 


United States tax before credit (52 per 


cent) 


Less foreign tax credit (65 per cent of 


$50,000) 


United States tax after credit 


Less Developed Countries 
May Bear Brunt 


Obviously, any additional tax reve- 
nues to be obtained from grossing-up 
must come out of dividends received 
from foreign subsidiaries in countries 
with low tax rates. And just as obvi- 
ously, this means the less developed 
countries in need of industrialization. 
But these are the very countries which, 
under the administration’s program, 
would be excepted from the proposal to 
tax foreign subsidiary profits whether 
or not dividends are distributed to 
the domestic parent company. The 
administration proposes to continue 
existing tax law in their favor. 

The President’s tax proposals are 
stated to have as one of their pur- 
poses the redirecting of private invest- 
ment from Western Europe to the 
less developed (non-European) coun- 
tries. As we have pointed out, United 
States taxation would be limited to 
dividends actually received from sub- 
sidiaries in less developed countries as 
against proposed taxation of profits 
from European subsidiaries whether 
or not distributed. 


The proposed grossing-up require- 
ment would exact its greatest toll from 
the very corporations that might re- 
spond to the President’s message. 


Case of Switzerland 


3ut how about Switzerland, a de- 
veloped country with a low tax rate? 
This question might be anticipated 
from supporters of the grossing-up 
proposal. But here, as in the case of 


Foreign Dividends 


52,000 


32,500 65,000 


None None 


high tax European countries, gross- 
ing-up would not produce substantial 
tax revenue. For if undistributed 
earnings of a Swiss subsidiary are to 
be taxed currently to its domestic 
parent company, it is unlikely that 
such a subsidiary would be continued. 
In that event, the European manu- 
facturing subsidiary would assume 
the selling function previously con- 
ducted by the Swiss sister company. 
Its earnings would be taxed at the 
high European rate. Grossing-up 
would then mean little in terms of 
tax revenue. 


An amendment to the Internal Reve- 
nue Code to provide for grossing-up 
would probably require appropriate 
modification of a number of tax treaties 
between the United States and for- 
eign countries. The United States is 
a party to 21 such treaties. In most 
of them, the undertaking is to allow 
credit for the foreign tax “in accord- 
ance with” and “subject to” the credit 
provisions in the Internal Revenue 
Code ‘as of the date on which the 
treaty was concluded. 


It may be claimed that grossing-up 
merely represents an adjustment to 
income and not a reduction in the 
credit for foreign taxes, a change not 
in contravention of the tax treaties. 


Counter Action Likely 


Whatever the rationalization, the net 
effect of grossing-up would appear to 
be a change in the credit provision 
requiring prior approval of the treaty 
countries. Appropriate modification 
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could probably be negotiated, but one 
wonders whether this would consti- 
tute an invitation to the foreign coun- 
tries involved to raise their tax if now 
lower than the United States rate. 
Those countries with a tax rate be- 
low 52 per cent could raise it without 
additional tax cost to the United 
States stockholders, particularly if the 
undistributed income of foreign sub- 
sidiaries is to be taxed to the domes- 
tic parent companies. 


Business enterprises in the United 
States are being told that the nation’s 
best interests would be served by tax- 
ing the undistributed profits of sub- 
sidiaries in the developed countries 
which are now fully rehabilitated and 
vigorous competitors in world mar- 
kets. It is hoped that by making an 
exception of the less developed coun- 
tries, they would appear more attrac- 
tive to United States industry. At the 
same time, developed countries would 
appear less attractive. 

Semantics and rationalization aside, 
grossing-up for the purpose of com- 
puting the foreign tax credit coupled 
with taxation of the undistributed 
profits of subsidiaries in the developed 
countries would represent a damag- 
ing two-pronged attack on American- 
owned enterprises in Europe. 


Principal Beneficiary 
European Industry 


It should be perfectly obvious that 
European industry would be the princi- 
pal beneficiary of any legislative pro- 
gram calculated to make Europe less 
attractive to American industry. The 
proposed legislation undoubtedly has 
the unqualified support and endorse- 
ment of both the business and govern- 
ment Europe. In fact, 
Europe may even assist our Treasury 
in making overseas operations less 
attractive to American enterprises. 


sectors of 


Present European tax incentives 
favoring exports may be expanded if 
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Congress should enact the legislation 
now under consideration. The result- 
ing competitive disparity would be 
such as perhaps to leave American 
industry with little choice but to 
abandon the European markets. 


Conclusions 


Summing up the position against 
grossing-up dividends from foreign 
subsidiaries, the objections may be 
listed as follows: 


(1) A corporation, domestic or for- 
eign, is a separate entity distinct from 
its stockholders, and each is subject 
to its own rules of taxation. Stock- 
holders subject to United States tax- 
ation account for their tax on receipt 
of dividends and not on the earnings 
of the corporation itself. Grossing-up 
would violate this basic concept. 

(2) Grossing-up, if proper in re- 
lation to stockholders of foreign cor- 
porations, is equally proper in the 
case of domestic corporations. Any 
proposal to disregard the corporate 
entity should not be dependent on 
geographical domicile. 


(3) The claims that grossing-up 
foreign dividends is necessary in or- 
der to equate them with the foreign 
profits of an unincorporated branch 
are patently fallacious. The two forms 
of organization are simply not equiva- 
lent. Each is governed by its own set 
of tax rules, and the taxpayer is free 
to accept either. The tax advantages 
available to the unincorporated busi- 
ness are not equally applicable to the 
corporation. No suggestion has been 
advanced to make these tax advan- 
tages applicable to the corporation. 

(4) Grossing-up would bear most 
heavily on corporations operating in 
the less developed countries where the 
tax rates are low. To that extent the 
legislation would directly contradict 
its stated purpose, to wit, encourag- 
ing through tax incentive economic 
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participation in such countries by pri- 
vate United States capital. 


5. Grossing-up would produce little 
additional tax revenue from Euro- 
pean subsidiaries because of the high 
rates of foreign tax imposed on such 


6. Grossing-up would probably re- 
quire that most of our tax treaties be 
renegotiated. This in turn might lead 
to European legislation designed to 
enhance the competitive position of 
local industry. 


Taxation of undistributed foreign 


subsidiaries. This would also be true 
of Switzerland but not for the same 
reason. Taxation of the undistributed 
profits of Swiss subsidiaries would 
swiftly bring about their merger into 
affiliated European companies. 


earnings coupled with grossing-up is 
in the best interests of European in- 
dustry. It is clearly not in our best 
interests. If adopted, it will be a step 
backward in the direction of economic 


isolation. [The End] 


PUERTO RICO’S “OPERATION BOOTSTRAP"’ PROGRAM 


A record 23 “blue chip” and other large corporations 
were among the 190 United States and Puerto Rican com- 
panies who signed up for new “Operation Bootstrap” factories 
in the Caribbean Commonwealth during fiscal 1960-1961, it 
was announced recently by the Puerto Rico Economic Develop- 
ment Administration. 


“The fact that during a recession year Puerto Rico 
attracted more large United States corporations than ever 
before and that the overall plant promotions declined only 
five per cent demonstrates the long range vitality of the 


Bootstrap industrialization program,” said J. Diaz-Hernandez, 
executive director of EDA’s Continental Operations Branch. 


EDA’s two other major revenue producing programs, 
tourism and rum promotion, also enjoyed a “solid and vastly 
encouraging year,’ Mr. Diaz said in New York. Preliminary 
estimates reveal that a record 1,750,000 cases of Puerto Rican 
rum were shipped to the mainland during the year compared 
with 951,168 cases in 1959-1960. 

In tourism, where the island’s rapidly growing hotel busi- 
ness added 722 rooms during the year, nonresident hotel 
registrations climbed to a record 185,000 compared with 171,604 
in fiscal 1959-1960. Tourists spent a record $55 million in 
Puerto Rico last year and “tourist days” also hit a new high— 
882,000. 

Another milestone recorded during the year was enact- 
ment of a law which offered 13 years of tax exemption to 
manufacturers who establish plants in Puerto Rican cities 
and towns which are still underdeveloped. Up to now the 
Commonwealth tax exemption grant for new industries has 
been for ten years duration. 

Looking ahead to the new fiscal year, Mr. Diaz said: 
“With the mainland economy improving, we expect a sub- 
stantial increase in our plant promotions over the next 12 
months as well as new records in tourism and rum sales.” 
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Accrual Basis Taxpayers 
and the Claim of Right 


By HENRY G. SALAMY 


The author is an attorney in Jamaica Plain, Massachusetts. 


“OW IS AN ACCRUAL BASIS taxpayer to treat prepaid income? 

This simple question has plagued tax experts for many years. 
The Commissioner, however, has a simple answer. Revenue Ruling 
60-85 states that the Internal Revenue Service will continue its gen- 
eral policy of taxing prepaid income in the year of receipt. This 
statement is nothing novel as the Commissioner has long adhered to 
the position that prepaid income is to be reported in the year of receipt 
if it is subject to unrestricted use. 


The Tax Court, although agreeing with the Commissioner, has 
indicated that “it would be idle to suggest that the rules to be fol- 
lowed by taxpayers in attempting to account for net income to the 
satisfaction of the Tax Court are either clear or consistent.’’? One 
court of appeals has answered this question by declaring that “it is 
quite clear that under the accrual method of accounting, it is the 
accrual of income and not its actual receipt that determines whether 
it is taxable.” * Why should the Commissioner have one answer and 
several courts have another answer? Let us examine the judicial and 
statutory developments leading to the controversy. Perhaps there is 
a possible solution, 


Statutory Background 


For administrative convenience, the federal government bases the 
computation of each taxpayer’s taxable income on an annual account- 
ing of his financial status. Section 451, which refers to the taxable 
year of inclusion, requires “the amount of any item of gross income 
shall be included in the gross income for the taxable year in which 
received by the taxpayer unless under the method of accounting used 
in computing taxable income, such amount is to be properly accounted 
for as of a different period.” On the other hand, Section 446 provides 
“taxable income shall be computed under the method of accounting 
on the basis of which the taxpayer regularly computes his income in 





* Concurring opinion of Opper, J. in Automobile Club of New York, Inc., CCH 
Dec. 23,689, 32 TC 906, 916 (1959). 

* Beacon Publishing Company v. Commissioner, 55-1 ustc J 9134, 218 F. 2d 697 
(CA-10). 
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keeping his books.” But Section 446 
goes on to add that “if the method 
used by the taxpayer does not clearly 
reflect income, the computation of 
taxable income shall be made under 
such method as in the opinion of the 
Secretary or his delegate does clearly 
reflect income.” This is the only pro- 
vision in the Code specifically author- 
izing the Commissioner to disregard 
a method of accounting. The prob- 
lem is: How do we define the stand- 
ard which must be applied in deciding 
whether or not the method adopted 
by the taxpayer clearly reflects in- 
come? The obvious purpose of these 
provisions is to obtain from each tax- 
payer a return reflecting his true in- 
come. 


The two generally accepted meth- 
ods of accounting used to determine 
income are the accrual method and 
the cash receipts and disbursements 
method.* A taxpayer who keeps his 
books and records on an accrual basis 
accounts for his income in the year 
in which it is earned, or the right to 
receipt becomes fixed, irrespective of 
the time of actual payment.* From an 
accounting point of view, it is the 
determination of the right to receive 
and not the actual receipt that deter- 
mines when income must be accrued. 


Prepaid income concerns payments 
made for services or goods prior to 
the period in which such services will 
be rendered or the goods delivered.® 
Good accounting principles require the 
establishment of liability reserves for 
such items. Failure to perform the 
services or deliver the goods will gen- 
erally result in the refund of the pay- 
ment received in the earlier period. A 
literal reading of the statute would 


* Regs. 1.446-1(a). 

““Revenue accrues to the furnisher as 
service is furnished.” Paton, Accountants 
Handbook, (3d Ed., p. 114, 1953). 

* Prepaid income means “any amount .. . 
which is received in connection with and is 
directly attributable to a liability which ex- 
tends beyond the close of the taxable year 


Accrual Basis Taxpayers 


permit an accrual basis taxpayer to 
defer income under such circumstances 
if it resulted in a more accurate com- 
putation of his true income. 


Judicial Background 


Intertwined in the development of 
the Commissioner’s policy concerning 
the accounting treatment to be af- 
forded prepaid income is the judicial 
history of the court cases establishing 
the claim-of-right doctrine. The first 
important case was decided in 1932 
when the court ruled on the tax effect 
of the North American Oil Consoli- 
dated Company’s attempt to shift 
part of its profits into a low income 
year. This corporation, an accrual 
basis taxpayer, received earnings from 
the operation of oil lands because of 
an entry of a lower court decree in 
1917. The decision was affirmed in 
1922. The Commissioner considered 
the earnings properly taxable in 1917. 
The taxpayer argued that the net 
profits should be allocated to 1916, the 
year in which they were first earned, 
or 1922, when the company’s right to 
the money was firmly established. 
The Supreme Court, setting 1917 as 
the proper tax year, stated that the 
earnings became taxable when the 
company first became entitled to them. 
The Court concluded: ’ 

“If a taxpayer receives earnings 
under a claim of right, and without 
restriction as to its disposition, he has 
received income which he is required 
to return, even though it still may be 
claimed that he is not entitled to the 
money and even though he still may 
be adjudged liable to restore its equiv- 
alent.” 


in which such amount was received.” 1954 
Code Sec. 452(e)(1), 68A Stat. 152 later 
repealed by 69 Stat. 134 (1955). 

* North American Oil Consolidated v. Bur- 
net, 3 ustc | 943, 286 U. S. 417, 52 S. Ct. 
613 (1932). 

* Case cited at footnote 6, at p. 424. 





The bulk of the subsequent deci- 
sions employed these words to sanc- 
tion assessments in a variety of fact 
situations merely because the tax- 
payer received and treated the money 
as his own.® 


Although the North American Oil 
Consolidated case did not involve a 
prepaid income situation, the rationale 
of the case was applied several years 
later in Brown v. Helvering,® a case 
which has been consistently cited as 
the authority for applying the claim- 
of-right rule to prepaid income situa- 
tions. Here the taxpayer received 
renewal insurance commissions sub- 
ject to a contingent refund obligation. 
Primarily, taxpayer argued that since 
experience demonstrated some of the 
commissions would be repaid, a pres- 
ent deduction should be allowed for 
the estimated total amounts to be re- 





*D. H. Byrd, CCH Dec. 8952, 32 BTA 568 


(1935) (one half of taxpayer’s profit. from 


sale of land adjudged to belong to another) ; 


Renwick v. U. S., 37-1 ustc $9010, 87 F. 2d 
123 (CA-7) (advance rents); McDuffie v. 
U. S., 37-1 ustc § 9282, 19 F. Supp. 239 (Ct. 
Cls.) (proceeds from operation of oil prop- 
erty under lease fraudulently obtained); 
National City Bank of New York v. Helver- 
ing, 38-2 ustc 79425, 98 F. 2d 93 (CA-2) 
(bonus received in 1923 returned in 1925 fol- 
lowing investigation); Griffin v. Smith, 39-1 
ustc $9213, 101 F. 2d 348 (CA-7) (bonus 
received in 1932 returned in 1933 under 
threat of suit by stockholders); Saunders v. 
Commissioner, 39-1 ustc § 9246, 101 F. 2d 407 
(CA-10) (salary received in 1931 repaid in 
1932 when right thereto was questioned by 
receiver); Penn v. Robertson, 40-2 vustc 
7 9707, 115 F. 2d 167 (CA-4) (dividends re- 
ceived under stock allotment plan returned 
when plan held void); Schramm v. U. S., 
41-1 uste ¥ 9283, 36 F. Supp. 1021 (Ct. Cls.) 
(liquidating dividend returned to pay de- 
ficiency assessment); S. B. Heinenger, CCH 
Dec. 12,554, 47 BTA 95 (1942), rev’d on 
other grounds, 43-1 ustc § 9287, 133 F. 2d 
567 (CA-7) aff’d, 44-1 ustc J 9109, 320 U. S. 
467 (deposits received by dentist selling 
false teeth by mail under agreement to re- 
fund in case of dissatisfaction); Astor Hold- 
ing Company v. Commissioner, 43-1 vustc 
q 9408, 135 F. 2d 47 (CA-5) (advance rents) ; 
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turned. Alternatively, the taxpayer 
contended that if such a deduction 
were not allowed, these prepaid in- 
come items should be deferred until 
the years in which they actually would 
be earned. The Court refused to allow 
the deduction because the liability for 
repayment was contingent and the 
amounts were not definitely determi- 
nable. The mere fact that some por- 
tion of the prepaid commissions would 
have to be refunded would not affect 
their character as income. Since the 
right to receive the commissions was 
absolute and unrestricted, the Su- 
preme Court, citing North American 
Oil Consolidated, required inclusion in 
income for the year of receipt. De- 
spite the Court’s reliance on a some- 
what dissimilar precedent, this case is 
frequently cited for the proposition 
that money received without restric- 
tion as to its use is income in the 


Jacobs v. Hoey, 43-2 ustc $9512, 136 F. 2d 
954 (CA-2) (commissions received by execu- 
tor subject to approval by surrogate); South 
Dade Farms, Inc. v. Commissioner, 43-2 ustc 
7 9634, 138 F. 2d 818 (CA-5) (advance 
rents); Clay Sewer Pipe Association, Inc. v. 
Commissioner, 43-2 ustc J 9675, 139 F. 2d 130 
(CA-3) (subscriptions for promotion cam- 
paign to be consummated in the following 
year); South Tacoma Motor Car Company, 
CCH Dec. 13,789, 3 TC 411 (1944) (pro- 
ceeds from sale of coupons entitling bearer 
to garage services to be performed in the 
future); Your Health Club, CCH Dec. 14,250, 
4 TC 385 (1944) (prepaid dues); St. Regis 
Paper Company v. Higgins, 46-2 ustc { 9383, 
157 F. 2d 884 (CA-2) (dividends received 
contrary to company regulations); National 
Airlines, Inc. CCH Dec, 15,940, 9 TC 159 
(1947) (advance sales of tickets); Do All 
Tulsa Company, CCH Dec. 16,912(M), 8 
TCM 343 (1949) (receipts from advance 
sales); Rutkin v. U. S., 52-1 uste 9260, 343 
U. S. 130 (money received through extor- 
tion); Krim-Ko Corporation, CCH Dec. 
18,023, 16 TC 31 (1951) (advance advertis- 
ing receipts). But, see, Commissioner v. 
‘Turney, 36-1 ustc J 9168, 82 F. 2d 661 (CA-5) 
(money received not included in income 
even though taxpayer asserts a claim to it 
if the claim is unfounded on its face). 

*4 ustc § 1223, 291 U. S. 193, 54S. Ct. 
356 (1934). 
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year of receipt, even though subject 
to a refund liability.*° 


The decisions since 1934 have con- 
sistently cited the North American Oil 
Consolidated and Brown cases as autho- 
rity for denying the deferral of pre- 
paid income. No consideration has 
been given the taxpayer’s use or non- 
use of the accrual method." The sole 
determining factor has been the tax- 
payer's unrestricted receipt of the 
money under a claim of right.’* 


Illustrative of this approach is Cur- 
tis R. Andrews,® a case in which a 
dance studio attempted to defer pre- 
paid tuition fees. The petitioner’s at- 
torney argued that since the taxpayer 
was on the accrual basis, deferral of 
these amounts was in accord with 
generally accepted accounting princi- 
ples. The Tax Court replied that 
irrespective of the merits of the gen- 
erally accepted accounting treatment 
of prepaid income, it has been clearly 
established that under the claim-of- 
right rule, prepaid income must be 
reported as income in the year of re- 
ceipt. Accounting practice, the court 
asserted, must bow to “established 
rules of law” in the determination of 
taxable income because “the claim of 
right doctrine is firmly established 
and must govern the result herein.” '* 


In recent litigation, the government, 
expanding its approach, has used the 
following additional reasons for dis- 
allowing a deferral: ** 

(1) Income for tax purposes must 
be computed on an annual rather than 
a transactional basis for administra- 
tive convenience.*® 

(2) The standard of the revenue 
laws cannot be controlled by com- 
mercial accounting practice. 

(3) By allowing deferral, tax liabil- 
ity would depend on a matter of tax- 
payer's judgment which might be 
influenced by the amount of taxes to 
be paid. 

Other cases have arisen wherein the 
claim-of-right doctrine did not apply 
because the taxpayer did not have 
the unrestricted use of the amounts 
received. These involved such mat- 
ters as deposits held by a landlord 
as security under a lease,’’ insurance 
commissions placed in escrow and re- 
leased ratably over the period of the 
policy,’® advertising receipts set aside 
in a trust fund,” travel receipts de- 
posited in a special fund,*° and tele- 
phone receipts restricted by a public 
utility commission.** 


1954 Code Developments 


Under the Internal Revenue Code 
of 1939, regardless of the method of 





*See Franklin County Distilling Company 
v. Commissioner, 42-1 ustc § 9278, 125 F. 2d 


800 (CA-6); South Dade Farms v. Commis- 
sioner, cited at footnote 8; Curtis R. Andrews, 
CCH Dec. 20,909, 23 TC 1026 (1955); Na- 
tional Bread Wrapping Machine Company, 
CCH Dec. 23,027, 30 TC 550 (1958). 

™ Automobile Club of New York, Inc., cited 
at footnote 1. 

# See cases cited at footnote 8. 

* Cited at footnote 10. 

* Andrews, cited at footnote 10, at p. 1033. 

* See briefs for the government in Auto- 
mobile v, U. S., 60-1 uste § 9301, 181 F. Supp. 
255 (Ct. Cls.) and New Jersey Automobile 
Club v. U. S., 00-1 ustc J 9302, 181 F. Supp. 
259 (Ct. Cls.). 

* See U. S. v. Lewis, 51-1 ustc 9 9211, 340 
U. S. 590, 71 S. Ct. 522, where the Court 
at 340 U. S. 592 said: “The claim of right 
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interpretation of the tax laws has long been 
used to give finality to that [annual ac- 
counting] period and is now deeply rooted 
in the federal tax system.” 

* Clinton Hotel Realty Corporation v. Com- 
missioner, 42-2 ustc 79559, 128 F. 2d 968 
(CA-5). 

* Leedy-Glover Realty and Insurance Com- 
pany, CCH Dec. 17,105, 13 TC 95 (1949). 

*The Seven-Up Company, CCH Dec. 
17,656, 14 TC 965 (1950). 

* Bremerton-Tacoma Stages, Inc. v. Squire, 
51-1 ustc 99174, 96 F. Supp. 718 (DC 
Wash.). 

* Mutual Telephone Company v. U. S., 53-1 
ustc 99399, 204 F. 2d 160 (CA-9); but, 
see, National Airlines, Inc., cited at foot- 
note 8 (money received was income in year 
of receipt despite restriction by Civil Aero- 
nautics Board). 
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accounting, with minor exceptions 
established by regulation and admin- 
istrative practice, amounts were includ- 
able in gross income by the recipient 
not later than the time of receipt if 
they were subject to free and unre- 
stricted use. To eliminate this inac- 
curacy and correlate tax reporting 
with accounting theory, in 1954 Con- 
gress passed two short-lived statutes 
—Code Sections 452 and 462.** Sec- 
tion 452 permitted an accrual basis 
taxpayer to defer the taxation of ad- 
vance receipts until they were earned. 
Though still approving the policy behind 
these sections, Congress repealed them 
retroactively in order to safeguard the 
level of federal tax receipts. The legis- 
lators feared there would be excessive 
losses of revenue during the first years 
in which these sections were in effect. 
Revenue losses estimated during the 
year of transition were considered too 
great to permit placing the taxation 
of prepaid income on a true accrual 
basis. The repeal of Sections 452 and 
462 revived the importance of the 
prior case law. The Commissioner, 
reverting to his old position, insisted 
that taxpayers again report prepay- 
ments in the year of receipt. This 
view was followed by the Tax Court 
and several courts of appeal.*® 


At this point it should be clear to 
the reader that the Commissioner de- 





Section 462 allowed the deduction for 
anticipated expenses for which a present 
obligation existed where the prepaid amounts 
were not deferred until earned. 

* Curtis R. Andrews, cited at footnote 10 
(prepaid fees for dance lessons); Fifteen 
Hundred Walnut Street Corporation v. Com- 
missioner, 56-2 ustc § 10,000, 237 F. 2d 933 
(CA-3) (advance rents); Advertiser's Ex- 
change, Inc. v. Commissioner, 57-1 ustc 
7 9414, F. 2d 958 (CA-2) (prepaid adver- 
tising); Whitaker v. Commissioner, 58-2 ustc 
7 9825, 259 F. 2d 379 (CA-5) (advance fees 
from breeding contract); New Capital Hotel 
v. Commissioner, 58-2 ustc J 9912, 261 F. 2d 
437 (CA-6) (rents from long term lease); 
Automobile Club of New York, Inc., cited 
at footnote 1 (prepaid dues); Streight Radio 
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rives his authority to treat prepaid 
income in this manner from two sources, 
one statutory and one judicial. The 
former is Section 446 of the Code 
which states that if a taxpayer’s method 
of accounting does not clearly reflect 
income, the Commissioner can recom- 
pute it by substituting a method that 
does. The second and more narrow in 
scope is the claim-of-right rule. The 
two doctrines overlap a great deal and 
in one case the Commissioner argued 
that the claim-of-right doctrine sprang 
from the historical judicial construc- 
tion of Section 446 and its predecessor 
sections.** As will be seen in a later 
discussion of the Automobile Club of 
Michigan case, the Supreme Court had 
an opportunity to clarify this anomaly 
but refused to do so. 


Post 1954 Cases 
Sustaining Deferral 


The repeal of Sections 452 and 462 
by Congress and its failure to enact 
subsequent remedial legislation have 
not been the only developments in 
tax accounting for prepaid income. 
Since the enactment of the 1954 Inter- 
nal Revenue Code, there have been 
several decisions which have limited 
the claim-of-right approach while sus- 
taining the taxpayer’s claim for the 
deferral of the prepaid revenues. 


and Television, Inc. v. Commissioner, 60-2 
ustc § 9617, 280 F. 2d 883 (CA-7) (pre- 
paid service charges); L. L. Crosby, CCH 
Dec. 24,655, 35 TC —, No. 83 (1961) (pre- 
paid pest control receipts). 

As an alternative to the deferral of pre- 
paid income, the taxpayer may be able to 
offset the income during the year of its 
receipt by the deduction of a reasonably 
accurate estimate of the expenses to be 
incurred in performing the required serv- 
ices. Some circuit courts have permitted 
deductions for reasonably accurate estimates 
of future contractual expenses in the year 
in which the obligation to perform the 
future services arose. 

* See Bressner Radio, Inc. v. Commissioner, 
59-2 ustc J 9496, 267 F. 2d 520 (CA-2). 
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In Beacon Publishing Company v. 
Commissioner,®® the question presented 
to the court of appeals was whether 
sums received for prepaid newspaper 
subscriptions should have been in- 
cluded in the taxpayer’s income for 
the year of receipt or spread over the 
subscription period.** The taxpayer 
was on the accrual basis, but sub- 
scriptions collected in advance in prior 
years had been reported as received. 
While the Tax Court sustained the 
Commissioner’s determination under 
the claim-of-right rule that these 
amounts should be reported as re- 
ceived, the appellate court reversed 
the Tax Court declaring that the pre- 
paid receipts were properly accounted 
for on a deferred basis where the tax- 
payer was on the accrual method. The 
court declared the claim-of-right doc- 
trine had no application to this tax- 
payer because there was no dispute 
as to the ownership of the funds. It 
distinguished the claim-of-right cases 
from the case at hand pointing out 
the importance of the taxpayer’s ac- 
counting system. The method of 
accounting adopted by the taxpayer in 
the claim-of-right cases was not im- 
portant in deciding the application of 
the doctrine. If the present taxpayer 
were required to report these amounts 
in the year of receipt, it would result 
in a distortion of the accrual basis 
taxpayer’s true income; the taxpayer 
still had something to do before the 
money received could be properly re- 
garded as earned. The court concluded 
that this was not a case wherein the 
Commissioner had properly exercised 
his broad discretion to require a tax- 
payer to adopt an accounting method 
clearly reflecting income but one in 





* Cited at footnote 2. 

* TT 3369, 1940-1 CB 46 had allowed ac- 
crual basis publishers to defer prepaid sub- 
scriptions if that had been their practice 
in the past. 

* The Commissioner and the Tax Court 
have repeatedly refused to allow other tax- 
payers to defer prepayments. “We [Tax 
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which he had improperly applied a 
legal principle. 

There was a dissenting opinion. 
One of the three judges voted to af- 
firm the decision of the Tax Court 
on the basis that the claim-of-right 
doctrine should apply because of the 
taxpayer’s unlimited right to the use 
of the funds, even though the peti- 
tioner used the accrual method of 
accounting. As authority for this 
proposition of “settled law,” he cited, 
among other cases, Brown v. Helver- 
ing, cited above.** 


Section 455 was enacted in 1958 to 
specifically give all accrual basis pub- 
lishers the right to elect to defer the 
inclusion of prepaid subscription reve- 
nues until they were earned. Though 
a little late, this followed the recom- 
mendation made by Congress when 
it repealed Section 452 in 1955. 


The persuasive reasoning found in 
Beacon Publishing Company was neither 
accepted nor rejected by the Supreme 
Court in Automobile Club of Michigan 
v. Commissioner.*® In this case the tax- 
payer claimed yearly membership dues 
could be allocated on a monthly basis 
under its accrual method of account- 
ing. The Commissioner insisted the 
entire amount was taxable in the year 
of receipt because it was held under 
a claim of right. He was successful 
before the Tax Court and the court 
of appeals. The Supreme Court, find- 
ing that the taxpayer’s allocation in 
monthly amounts was “purely artifi- 
cial” and “bore no relation” to the 
services rendered under the mem- 
bership contract, upheld the Commis- 
sioner’s determination as having been 
exercised within his statutory discre- 


Court] agree with the dissenting opinion 


in Beacon Publishing Co. ...” Curtis R. 
Andrews, cited at footnote 10. 

857-1 ustc J 9593, 353 U. S. 180, 77 S. Ct. 
707. See 353 U. S. at 184 where the Court 
said: “We express no opinion upon the 
correctness of the decision in Beacon. .. .” 
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tionary power to recompute taxable 
income when the taxpayer’s method 
of accounting did not clearly reflect 
income, Though it reached the same 
result as the lower tribunals, the court 
had different reasons. 


The Tax Court, while admitting 
that deferred reporting might more 
clearly reflect the taxpayer’s income, 
nevertheless insisted that the “well 
established” claim-of-right test must 
prevail. The Supreme Court, on the 
other hand, did not pass on the claim- 
of-right issue but merely stated the 
particular taxpayer’s deferral was not 
justified and the Commissioner might, 
therefore, ascertain income in accord- 
ance with another method under autho- 
rity provided in Section 446. Despite 
this divergent approach, the Tax Court 
has cited this case to affirm the Com- 
missioner’s employment of receipt as 
the exclusive occasion for taxing pre- 
paid revenues.”® 


There was a strong dissenting opin- 
ion. The dissent distinguished the 
claim-of-right doctrine, asserting that 
it comes into play only in determining 
whether the treatment of an item 
should be influenced by the fact that 
the right to keep it is in dispute as 
opposed to the entirely different ques- 
tion of whether items that admittedly 
belong to the taxpayer may be attrib- 
uted to a taxable year other than that 
of receipt. In this light, the dissent 
concluded the Commissioner must be 
reversed because the deferral of such 
amounts clearly reflects an accrual 
basis taxpayer’s income making the 
claim-of-right doctrine inapplicable.*° 


Commissioner Further Reversed 


Several recent decisions, two of 
which have originated in the Second 


Circuit, have further distinguished the 
claim-of-right cases. These courts 
have based their findings solely on the 
question of whether or not the tax- 
payer’s method of deferral clearly re- 
flected income. 


In Bayshore Gardens, Inc. v. Com- 
missioner,** the taxpayer, a building 
corporation, financed the construction 
of an apartment house through a 
mortgage insured by the FHA. In 
giving a 32-year mortgage note to 
secure the loan, the taxpayer received 
as a premium a percentage of the face 
amount of the loan. Since the tax- 
payer used the accrual method, it 
reported this gain by amortizing the 
premium over the 32-year life of 
the note. The Tax Court decided the 
entire premium was income in the year 
of receipt, declaring that there was 
no provision in the Code or reg- 
ulations which would authorize the 
corporate taxpayer to amortize the 
premium. The court concluded that 
the taxpayer should be subjected to 
income tax in the year that it received 
the premium subject to its unfettered 
use and control. 


The court of appeals refused to con- 
cur with the Tax Court’s reasoning. 
It accepted instead the taxpayer's 
contention that since it kept its books 
and reported its income on the ac- 
crual method of accounting, the amor- 
tization of the premium over the life 
of the obligation more clearly reflected 
income. The court based the reason- 
ing for its decision on the fact that 
in Section 29.22(a)-17(2)a of Regula- 
tion 111 of the 1939 Code, the Com- 
missioner carves out an exception to 
the general claim-of-right doctrine. 
This regulation provides that “if . 
bonds are issued by a corporation at 
a premium, the net amount of such 





* Bressner Radio, Inc. CCH Dec. 22,377, 
28 TC 378 (1957), rev'd, Bressner Radio, Inc. 
7. Commissioner, cited at footnote 24; Auto- 
mobile Club of New York, Inc., cited at foot- 
note 1; L. L. Crosby, cited at footnote 23. 
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* Automobile Club of Michigan, cited at 
footnote 28, at Pp. 190. 
+ 59-2 ustc 99497, 267 F. 2d 56 (CA-2). 
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premium is gain or income which 
should be prorated or amortized over 
the life of the bond.” In referring to 
this regulation, the court stated that 
it is nothing more than a statement 
of the rule that the amortization of 
a corporate bond premium is the clear 
and accurate method of reflecting in- 
come. The court saw no distinction be- 
tween a bond and the kind of mortgage 
note involved to warrant different treat- 
ment insofar as amortization for in- 
come tax purposes was involved. “To 
apply the claim of right doctrine to 
the point urged by the Commissioner 
would nullify his own bond premium 
amortization regulation.” ** 


The second and more important 
decision from the Second Circuit is 
Bressner Radio, Inc. v. Commissioner.®* 
The Bressner case will be discussed in 
the light of the Automobile Club of 
Michigan case, the latter being used by 
the Tax Court as its sole authority in 
disallowing the deferral of prepaid 
revenues by Bressner Radio. 


Bressner Radio is in the business 
of selling various types of household 
appliances, including television sets. 
During the years in question, it sold 
a substantial number of television sets 
and in that connection entered into a 
large number of written service con- 
tracts under which it agreed to install, 
periodically inspect, and service each 
television set for a period of 12 months. 
The taxpayer’s actual experience showed 
that eight to 12 service calls were 
made during the 12 months in which 
the contracts were in force. Thus the 
taxpayer, in accordance with the method 
of accounting regularly employed in 
keeping its books, allocated 25 per 
cent of each contract price to the 
installation cost and deferred the bal- 
ance over the 12-month period covered 
by the contract. The money received 


from these contracts was not placed 
in a separate or restricted fund of any 
type. 

The Commissioner asserted a defi- 
ciency for those years on the ground 
that since the money was received 
without restriction under a claim of 
right, it must be taxed in the year of 
receipt. The Tax Court agreed with 
the Commissioner. The opinion of the 
Tax Court is very brief. Subsequent 
to the filing of briefs by the parties, 
the Supreme Court handed down its 
decision in Automobile Club of Michi- 
gan, affirming the Tax Court’s decision. 
Starting from this point, the Tax 
Court summarily stated that the “de- 
cision by the Supreme Court is dis- 
positive of the principal issue in the 
instant case.” ** 

The court of appeals bypassed the 
assertion of the claim-of-right prin- 
ciple and took the approach that “in 
order to prevail, petitioner need only 
establish that the Commissioner im- 
properly asserts that the method it 
has chosen and defends did not ‘clearly 
reflect’ its income.” * The taxpayer 
claimed that although the payment 
was received in full at the start of 
each year-long contract, it could not 
be considered earned until the tax- 
payer had discharged its liability to 
perform the services under the con- 
tract. The court adopted this conten- 
tion, claiming not to do so would 
distort the taxpayer’s “true income.” 
“We have no doubt that such a tech- 
nique of reporting [as required by the 
Commissioner] would be a gross dis- 
tortion of petitioner’s income.” * 


The Commissioner in turn contended 
that sums received without restriction 
must be reported in the year of re- 
ceipt despite the fact that as an account- 
ing matter, they cannot be considered 





® Case cited at footnote 31. 

* Cited at footnote 24. 

* Bressner Radio, cited at footnote 29, at 
p. 382. 
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* Case cited at footnote 24, at p. 523. 
* Case cited at footnote 24, at p. 524. 





as earned in that year. He argued 
that only if such receipts are so re- 
ported will the method of accounting 
clearly reflect income. The court re- 
fused to accept these propositions 
since “not one of these [claim-of-right] 
cases deals on its merits with the ques- 
tion of the propriety of the deferral 
of prepaid receipts held without other 
restriction as to use other than the 
liability to perform future services on 
demand.” ** 


The court’s opinion distinguishes 
North American Oil Consolidated be- 
cause it did not concern the question 
of the deferral of unearned receipts. 
This decision held only that money 
that was earned and held under a 
claim of right was includable in in- 
come in the year of receipt. 


The Commissioner urged that in 
any event Automobile Club of Michi- 
gan establishes the applicability of the 
claim-of-right rule as a correct author- 
ity for the disallowance of the defer- 
ral of unearned receipts. As the court 


here points out, this was true of the 
decision of the Tax Court and appar- 
ently of the decision of the court of 


appeals; but the decision of the Su- 
preme Court was placed on the ground 
that the particular method of deferral 
adopted by the club was unsatisfac- 
tory. 

The court concluded that there was 
no basis whatever in the cited cases 
for the Commissioner’s general pol- 
icy requiring concededly unearned 
receipts to be reported as income in 
the year of receipt. The crucial issue 
crystalized into the question of whether 
the pro rata monthly deferral em- 
ployed by Bressner clearly reflected 


* Case cited at footnote 24, at p. 524. 

* Case cited at footnote 24, at p. 528. 

* See Streight Radio and Television, Inc. uv. 
Commissioner, cited at footnote 23, where the 
taxpayer failed to show with any exactitude 
(as was done in Bressner) the estimated costs 
of providing services under the contracts. 
On this basis, the court determined that the 
taxpayer failed to prove that the method of 
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income or whether it was purely arti- 
ficial within the meaning of Automo- 
bile Club of Michigan. The facts 
determined by the Tax Court per- 
mitted the appellate court to conclude 
that there was nothing artificial about 
the taxpayer’s method of deferral. “It 
deferred receipts until they were 
earned and thus matched them with 
foreseeably related expense, which is 
the essential purpose of accrual ac- 
counting.** The court went on to dis- 
tinguish Automobile Club of Michigan 
on three grounds. Two of these grounds 
related to the impropriety of deferrals 
of income where the amount should 
have been treated as earned, even 
under an accrual system. The third 
related to the absence of affirmative 
proof that the particular proration 
selected reasonably matched actual 
expenses with related earnings. 


The fact that the taxpayer’s regu- 
larly employed accrual method of ac- 
counting meshed with its deferral of 
income, closely matching correspond- 
ing expenses with income, became the 
determining factor in the Bressner 
case.*® The statistical material presented 
demonstrated the method was not ar- 
tificial. The court concluded with this 
statement: *° 


“The record does not reveal a fac- 
tual basis for permitting the Commis- 
sioner to adopt a method of his own 
on the ground that the taxpayer’s 
method ‘does not clearly reflect in- 


» 99 


come. 


Schlude v. Commissioner,*: decided 
in the Eighth Circuit, concerned pre- 
paid dance studio receipts. The court 
of appeals, agreeing with the Beacon 
and Bressner cases, took the view that 


deferral used bore any relation to the serv- 
ices to be rendered. 

“Cited at footnote 24, at p. 529. The 
Internal Revenue Service has indicated that 
it will not follow the result in the Bressner 
decision. Rev. Rul. 60-85, IRB 60-10 p. 14 
(1960). 

“60-2 ustc 9734, 283 F. 2d 234 (CA-8). 
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the decision should not turn solely on 
the question of whether the taxpayers 
had the right to receive or keep the 
particular prepaid amounts but whether 
the petitioners’ system of accounting 
reflected their true income. Conclud- 
ing that the taxpayers’ method of 
deferral clearly reflected income, the 
court stated that the effect of the 
Commissioner’s persistent application 
of the claim-of-right test caused the 
taxpayers to report income on a cash 
basis despite the fact that their books 
were kept on the accrual basis. As in 
3ressner, the court distinguished Auto- 
mobile Club of Michigan, reasoning that 
the claim-of-right question was not 
involved since the particular method 
of deferral used by the club was un- 
satisfactory. 


Automobile Clubs 


Since the decision in Automobile 
Club of Michigan, four automobile 
clubs have tried to convince the courts 
that their methods of deferral were 
not artificial and clearly reflected in- 
come. 


In Automobile Club of New York, 
the taxpayer asked the Tax Court to 
distinguish Automobile Club of Michi- 
gan following the Bressner case. This 
the Tax Court refused to do, saying 
that it felt the Supreme Court had no 
intention of disapproving the theory 
on which the claim-of-right rule is 
based. The Court could not be per- 
suaded that the case at hand war- 
ranted a modification of the established 
rule which followed a long line of 
cases. This was so despite the fact 
that if the taxpayer appealed, the 
appeal would be heard by the Court 
of Appeals of the Second Circuit, 
which had recently ruled in favor of 
the taxpayer in Bressner Radio. 


“Cited at footnote 1. See the well-rea- 
soned dissenting opinion where one judge 
voted to limit the application of the claim- 
of-right doctrine to cases where the receipts 
have been earned. 


Accrual Basis Taxpayers 


Automobile Club of Southern Cali- 
fornia v. U. S.* was decided by a 
federal district court. On facts very 
similar to the other automobile club 
cases, the court ruled against the peti- 
tioner solely on the authority of Auto- 
mobile Club of Michigan without any 
discussion of the problem. 

In American Automobile Association 
v. U. S.* the court of claims, al- 
though agreeing that Automobile Club 
of Michigan did not expressly rule out 
the deferral of prepaid income, felt it 
was obliged to interpret the language 
of the majority opinion as a rejection 
of the accounting method advanced 
by the present claimant. The court 
stated that it did not find it necessary 
to resolve the claim-of-right issue 
since it felt “constrained by the de- 
cision in Automobile Club of Michigan 
to reject that same method of ac- 
counting for tax purposes in the case 
te * 

The court of claims decided New 
Jersey Automobile Club v. Commis- 
sioner *® that very same day. This 
taxpayer made an attempt to over- 
come the language presented in Auto- 
mobile Club of Michigan by showing 
that its pro rata allocation of dues 
properly reflected income. The evi- 
dence, however, failed to convince the 
court that the method used clearly 
reflected income. Of note is the state- 
ment by the court that it felt it was 
precluded by Automobile Club of Mich- 
igan from finding in favor of the tax- 
payer even if it managed to show that 
its method of deferral clearly reflected 
income. 

Automobile clubs have not at all 
been successful in convincing the 
courts that they should be allowed 
to defer prepaid dues. The Automo- 
bile Club of Michigan decision has been 
used by the lower courts to batter 

“60-1 ustc § 9274, — F. Supp. — (DC 
Calif.). 

“ Cited at footnote 15. 


* Cited at footnote 15. 
* Cited at footnote 15. 





down many of the contentions the 
automobile clubs have made. Since 
most clubs operate on a similar sys- 
tem, very few clubs are able to ap- 
portion a specific amount of income 
to the estimated cost of the services 
to be rendered. The difficulty arises 
because the demand on the clubs is 
seasonal and dependent on many con- 
ditions beyond the club’s control. 
Failure to ascertain with reliable ac- 
curacy which portion of the amounts 
deferred relate to the services the 
clubs are obliged to render and which 
amounts are spent in other activities 
is fatal. This causes the method used 
to be labeled “purely artificial.” Also, 
to the extent that future services are 
within the discretion of the clubs in 
that a member can be suspended with- 
out a refund of dues, no real obliga- 
tion can be said to exist. 


Automobile clubs are also faced 
with the problem of overcoming what 
appears to be legislative intent. When 
Section 455 was considered by the 
Senate Finance Committee, a proposed 
section which would extend the same 
treatment to automobile clubs was 
added. But in conference, the House 
refused to extend the statute that far.*” 


Goods v. Services 


The Commissioner and the Tax Court 
have applied the claim-of-right rule 
only to services to be rendered in the 
future. The rule is not carried over 
to advance payments which are to be 
applied against the future sale of 
goods.** The theory seems to be that 
the claim-of-right doctrine is inapplic- 
able unless the amount of gross in- 
come received by the taxpayer is 
ascertainable. Since the taxpayer is 
allowed to deduct the cost of goods 
sold in arriving at gross income, this 
figure cannot be determined until the 





**See 104 Congressional Record, Part 13, 
p. 17111 (1958). 
“Veenstra and De Haan Coal Company, 


CCH Dec. 16,715, 11 TC 964 (1948). Wood- 
662 


August, 1961 


goods come into existence or are as- 
certained. The taxpayer has no gain 
until the transaction is closed. Serv- 
ices, on the other hand, will have no 
cost basis, and the entire amount re- 
ceived will constitute gross income. 
The Commissioner follows this ra- 
tionale when the goods to be delivered 
are unascertained. Can it be said, 
however, that where the goods are in 
existence and are specifically ascer- 
tainable, the Commissioner would not 
tax the transaction as a completed 
sale? 


Trading Stamps 


Within recent years, retailers have 
resumed the practice of issuing trad- 
ing stamps with sales. The regula- 
tions allow the retailer to subtract 
from total sales such an amount as 
will be required for the redemption 
of the stamps.*® The practical effect 
of this regulation is merely to recog- 
nize that trading stamps are actually 
a reduction of the purchase price. 
But what about the wholesaler of the 
stamps? The practice in the industry 
is that the wholesaler sells the stamps 
to the retailer and later redeems them 
directly from the customers. Since 
most customers will not redeem their 
stamps in the same year in which 
they obtained them, the wholesaler 
finds himself with money he has not 
yet earned. 


There is nothing to indicate that 
the Commissioner will not apply his 
claim-of-right rule to tax these amounts 
upon receipt without a correspond- 
ing deduction for the estimated costs 
of redemption. In contrast to the 
automobile club cases, the wholesaler 
has a fixed obligation to redeem the 
stamps, and figures show that 95 per 
cent of the stamps will be redeemed. 
In this respect, the problem resembles 


lawn Park Cemetery Company, CCH Dec. 
18,281, 16 TC 1067 (1951) (A). 
” Regs. 1.451-4, 
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the Beacon and Bressner situations ; and 
it is quite conceivable that a court 
in a pro-taxpayer circuit will allow 
the wholesaler to defer the inclusion 
of these amounts until earned. A sec- 
ond factor in favor of the wholesaler 
is that these amounts are received for 
unascertainable goods to be delivered 
in the future. Having no indication 
which goods the customer will in time 
select, the taxpayer is unable to deter- 
mine gross income and hence must 
defer the inclusion until the stamps 
are actually redeemed, The same 
principle would apply to a taxpayer 
who sells gift certificates for unascer- 
tained goods to be delivered in the 
future. 


Rents 

The regulations state that gross in- 
come includes advance rentals which 
must be included in income for the 
year of receipt regardless of the period 
earned or the method of accounting 
employed by the taxpayer.” It is in- 
teresting to note that this is the only 
section in the regulations that specifi- 
cally deals with advance receipts. 
Nevertheless, if the amount is re- 
ceived subject to a contractual pro- 
vision that it serve as security for the 
performance required by the provi- 
sions of the lease, it would not consti- 
tute income in the year of receipt 
despite the fact that it would eventu- 
ally be applied in the payment of the 
rent for the last year of the lease.*? 


Conclusion 


The Supreme Court has granted 
certiorari in American Automobile As- 
sociation v. U. S. The basic conflict 
which the Supreme Court will try to 
resolve is between the Tax Court, court 
of claims, and the Courts of Appeal of 
the Third, Fifth, Sixth and Seventh 
Circuits on the one hand and the 
Courts of Appeal of the Second, Eighth, 
and Tenth Circuits on the other hand. 
The key issue now before the Su- 
preme Court is whether any deferral 
of prepaid income is artificial or whether 
deferral of prepaid income is barred 
only where a particular method of 
spreading it is artificial. 

If the Supreme Court permits de- 
ferral, it would, in effect, make pos- 
sible procedures similar to the ones 
originally enacted by Congress in 
Section 452. If it does, the principle 
of deferral of prepaid income will be 
established without the safeguards 


built into Section 452, which (1) limit 
the deferral to five years, (2) tax 


amounts as yet untaxed if the liability 
ceases to exist, and (3) prevent tax- 
payers from arbitrarily shifting their 
systems of accounting after the first 
year. But, on the other hand, a defi- 
nite decision from the Supreme Court 
will clarify the existing state of con- 
fusion and once and for all make uni- 
form the treatment of prepaid income.*? 


[The End] 


In the end of November, 1959, according to Treasury Department infor- 
mation given a Congressional committee, there was $610 million worth 
of $500 ‘‘and larger’’ denomination bills in circulation, the smallest total of 
paper currency of this denomination circulating in a period since 1940. 





© Regs. 1.61-8(b). 

% Clinton Hotel Realty Corporation v. Com- 
missioner, cited at footnote 17; Mantell, CCH 
Dec. 18,733, 17 TC 1143 (1952); Harcum v. 
U. S., 58-2 ustc § 9684, 164 F. Supp. 650 
(DC Va.). See Bradford Hotel Operating 
Company v. Commissioner, 57-2 ustc J 9698, 
244 F. 2d 876 (CA-1) for the income tax 
effect of the cancellation and return of part 
of the deposit either before or after the 
premature termination of the lease. 


Accrual Basis Taxpayers 


°"H. R. 929, presently before Congress, 
would add Section 456 to the Code, provid- 
ing that prepaid dues of an accrual basis 
taxpayer like the American Automobile 
Association (organizations without capital 
stock which do not distribute earnings) may 
be deferred until earned. It will be interest- 
ing to see which acts first, the Supreme 
Court or Congress. 





Real Estate Investment Trusts 
By VICTOR R. WOLDER 


| The author is a New York City attorney. 


HE NEW Real Estate Investment Trust Law which was enacted 

as part of the Omnibus Tax Law of 1960 will bring about a “new”’ 
form of investment set-up which will be as “old as the hills.” How- 
ever, it has once and for all created an investment vehicle which tax- 
payers will know prevents the possibility of double taxation. Up to 
the time of the new Real Estate Investment Trust Law there were 
several investment formulas used. But no matter what the form, the 
question always presented was: “Will the setup be taxed as an ‘as- 
sociation,’ taxable as a corporation, no matter what form we use or 
call it.” Sometimes it was a limited partnership, sometimes a trust, 
sometimes a general co-partnership, sometimes a pool or unincorpo- 
rated association. Sometimes it was merely called a syndication or 
a joint venture. Yet, no matter what the name, if such items were 
present as “central management,” “continuity of interest,” “limited 
liability,” “transferability of interest,” etc., one would not be too sure 


whether the enterprise would have its income taxed first as a corpo- 
ration, and then have the investors taxed again upon receiving the 
distributions. The writer would venture to say that a vast number of 
investors in the large, widely held syndication have never been aware 
of the problem. Able tax counsel usually gave opinions as to whether 
the enterprise might be taxed as an association which could result in 
a double tax. But, as we know, opinions are not final determination. 
The new Real Estate Investment Trust Law now gives us an answer. 
The purpose of this article is to review the new law and point out 
various questions which come to the writer’s mind. Some day, of 
course, there will be some very extensive regulations promulgated by 
the Treasury Department, which will answer most of the questions. 
The courts will answer the rest in years to come. 


IRC Section 856(a) In General 


(1) A real estate investment trust must be either an unincorporated 
association or an unincorporated trust. An unincorporated trust would 
most likely follow the usual pattern of a so-called “Massachusetts” 
trust, or business trusts. 156 ALK 22. It could probably be any form of 
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express trust. An unincorporated as- 
sociation may be one of many things. 


“The term ‘association’ is not used 
in the Code in any narrow or techni- 
cal sense. It includes any organiza- 
tion, created for the transaction of 
designated affairs or the attainment 
of some object, which, like a corpo- 
ration, continues, notwithstanding that 
its members or participants change, 
and the affairs of which, like corpo- 
rate affairs, are conducted by a single 
individual, a committee, a board, or 
some other group, acting in a repre- 
sentative capacity. It is immaterial 
whether such organization is created 
by an agreement, a declaration of 
trust, a statute, or otherwise. It in- 
cludes a voluntary association, a joint- 
stock association or company, a 
‘business’ trust, a ‘Massachusetts’ trust, 
a ‘common law’ trust, an interinsur- 
ance exchange operating through an 
attorney in fact, a partnership asso- 
ciation, and any other type of organi- 
zation (by whatever name known) 


which is not, within the meaning of 
the Code, a trust or an estate, or a 


partnership. An ‘investment’ trust 
of the type commonly known as a 
management trust is an association, 
and a trust of the type commonly 
known as a fixed investment trust 
is an association if there is power 
under the trust agreement to vary the 
investment of the certificate holders. 
See Commissioner v. North American 
Bond Trust, 122 F. (2d) 545, cert. 
denied 314 U. S. 701. If the conduct 
of the affairs of a corporation con- 
tinues after the expiration of its 
charter or the termination of its ex- 
istence, it becomes an 
Certain proprietorships and partner- 
ships can elect to be taxed as corpo- 
ration. This, however, does not affect 
unincorporated associations having 
centralized control and management, 
etc. Such associations are taxed as 
corporations.” 


association. 


Investment Trusts 


Query: Would the new law ex- 
clude a joint stock association such as 
is approved under Article 2 of the 
General Associations Law of the State 
of New York for the reason that a 
joint stock company has all the essen- 
tials of a corporation except limited 
liability, and the Internal Revenue 
Code defines “corporations” to in- 
include “associations and joint stock 
companies.” (Code Sec. 7701(a) (3), 
Hibbs v. Brown, 112 A. 214, affd, 190 
N. Y. 167, 82 N. E. 1108.) 


(2) The beneficial ownership of the 
unincorporated association or trust must 
be evidenced by transferable shares or 
by transferable certificates of beneficial 
interest. This means that the certifi- 
cates or shares must be in a form so 
that they can be transferred by de- 
livery or by assignment. There is noth- 
ing to indicate that they can or cannot 
be in registered form. But it would 
seem that reasonable requirements on 
registration would be permitted. 

(3) The unincorporated association 
or trust must be one which (were it not 
for the provisions of the new section of 
the tax law) would be otherwise taxed 
as a corporation. However, as it will be 
noted further on in this article, the 
taxpayer is given the option to elect 
whether it will qualify under this 
section or not. If the trust would 
ordinarily be treated as a trust and 
not as a corporation, then it cannot 
be taxed under this new section of 
the law. The same would hold true 
with a partnership. If the unincorpo- 
rated enterprise would be taxed as 
a corporation then it would come 
under new law if it so elects. But if 
it would be treated as a partnership, 
it cannot come under this law. It 
must be remembered that in the final 
analysis, it is not the local law which 
determines whether for tax purposes 
a corporation exists or not. It is the 
federal tax law that controls. 

(4) The association or trust must not 
hold any property primarily for sale to 
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customers in the ordinary course of its 
trade or business. While this does not 
seem to present much of a problem in 
the ordinary case because most of the 
large real estate investment trusts will 
deal with a large improved property 
such as an office building, apartment 
house, shopping center, hotel, motel, 
industrial building, yet in some situ- 
ations, unwittingly, the following could 
occur. A real estate investment trust 
could acquire a large tract on which 
it builds a large motel, office building 
or the like. Then, having a large area 
of land left over, it decides to sell the 
same. It plots the land and starts to 
sell off lots. In such a case, beware 


if there are too many sales. 


(5) The beneficial ownership of the 
unincorporated association or trust must 
be held by one hundred or more per- 
sons. Query: Would a share or cer- 
tificate owned by a partnership which 
in turn has five partners be considered 
as being beneficially owned by five 
persons or just one person? What 
about a certificate held in the name of 
a husband and wife in a community 
property state? Would one certificate 
owned by ten people either jointly or 
co-owners representing a quarter of 
1 per cent of the beneficial ownership 
in the trust be considered as ten per- 
sons or one person? These questions 
await final answering by the Treas- 
ury Department regulations. If we 
take the law literally such a holding 
would seem to indicate that there are 
ten persons beneficially interested— 
not just one. 


(6) The association or trust must not 
be a personal holding company if all of 
its gross income constituted personal 
holding company income. This means 
primarily that one has to consider the 
distribution of the ownership of the 
shares or certificates of beneficial in- 
terest. (See Sec. 542(a)(2).) One of 
the requirements of a personal hold- 
ing company is that at some time 
during the last half of the taxable 
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year more than 50 per cent in value 
of the outstanding stock is owned 
directly or indirectly by or for not 
more than five individuals. There are 
certain rules as to stock attribution 
by way of constructive ownership. 
For example: Stock owned by corpo- 
rations, partnership, estates, trusts are 
considered as owned proportionately 
by its stockholders, partners or bene- 
ficiaries. An individual is deemed to 
own the stock of his brothers, sisters, 
partners, children, descendants and 
ancestors. An individual having an 
option on stock is considered as own- 
ing such stock. (See IRC Sec. 544.) 

There is nothing in the Code that 
says the rules of stock attribution are 
to be considered for any purpose of 
beneficial ownership in determining 
whether the number is 100 or more 
persons beneficially interested in the 
ownership if a personal holding com- 
pany is not present. 

Of course, there are other provisions 
which would keep an association from 
being a personal holding company 
other than the number of people who 
own its stock. This section of the 
law must be carefully reviewed. 

7. There are other requirements 
which also must be met or adhered to. 
These are set forth later on in this 
article. 


IRC Section 856(b) 
Determination of Status 


In order for a trust or association 
to qualify as a real estate investment 
trust, the conditions set forth in sub- 
sections (1)(2)(4) inclusive, above, 
must be met during the entire taxable 
year. The condition in subsection (5) 
above must exist during at least 335 
days of a taxable year of 12 months 
or during a proportionate part of a 
taxable year of less than 12 months. 
It is to be noted that the code does 
not say that the 335 days need be 
consecutive. 


© TAXES —The Tax Magazine 





IRC Section 856(c) Limitations 


Moreover, a trust or association will 
not be considered a real estate invest- 
ment trust in any taxable year unless 
the following conditions are met: 


(1) It must file with its tax return 
for the taxable year an election to be 
a real estate investment trust; or the 
trust must have made such election 
for a prior taxable year which began 
after December 31, 1960. 

(2) At least 90 per cent of its gross 
income is derived from (a) dividends; 
(b) interest; (c) rents from real prop- 
erty; (d) gain from the sale or other 
disposition of stock; securities, real 
property (including interests in real 
property and interests in mortgages 
on real property) ; and (e) abatements 
and refunds of taxes on real property. 

The term “interests in real prop- 
erty” is hereinafter defined. Care must 
be taken to distinguish between rents 
from real property and personal prop- 
erty which is rented at the same time 
along with real property, such as fur- 


nishings, equipment and the like. 


(3) At least 75 per cent of its gross 
income must be derived from (a) rents 
from real property; (b) interest on 
obligations secured by mortgages on 
real property or interests in real prop- 
erty; (c) gain from the sale or other 
disposition of real property including 
interests in real property and inter- 
ests in mortgages on real property; 
(d) dividends or other distributions 
on, and gains from the sale or other 
disposition of transferable shares (or 
transferable certificates of beneficial 
interest) and other real estate invest- 
ment trusts which meet the require- 
ments of this part of the law; and 
(e) abatements and refunds of taxes 
on real property. 

No particular comment needs to 
be made concerning this _ subsec- 
tion “3” as the various provisions are 
seemingly clear each and unto them- 
selves. 


Investment Trusts 


(4) Less than 30 per cent of its 
gross income must be derived from 
the sale or other disposition of (a) 
stock or securities held less than six 
months, and (b) real property and 
interests in real property not compul- 
sorily or involuntarily converted, held 
for less than four years. 

(5) At the close of each quarter of 
the taxable year (a) at least 75 per 
cent of the value of its total assets 
must be represented by real estate 
assets, cash and cash items (includ- 
ing receivables) and government se- 
curities, and (b) not more than 25 per 
cent of the value of its total assets is 
required to be represented by securi- 
ties (limited with respect to any one 
issuer, not to exceed five per cent of 
the total asset value of the real estate 
investment trust nor more than ten 
per cent of the outstanding voting 
securities of such issuer). 

The term “value” has a special defi- 
nition in this new section of the tax 
law, and this definition is referred to 
later in this article. 


Real Estate Investment Trust 
and Its Qualified Status 

A real estate investment trust which 
meets the requirements at the close 
of any quarter will not lose its status 
because of a discrepancy during a 
subsequent quarter between the value 
of its various investments and such 
requirements, unless such discrepancy 
exists immediately after the .acqui- 
sition of any security or other prop- 
erty and is wholly or partly the result 
of such acquisition. This provision 
seems to mean among other things, 
that if a discrepancy occurs during a 
subsequent quarter after acquisition 
because of increase or decrease of 
value of assets alone, the real estate 
investment trust, which has previ- 
ously qualified, will not lose its quali- 
fication. A discrepancy which will 
cause the real estate investment trust 
to lose its qualification would seem to 
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be one which arises from the acqui- 
sition of the security or other property 
itself and is wholly or partly a result 
of such acquisition. It would seem 
that where a security was acquired 
in good faith and did not result in a 
disqualification for the real estate 
investment trust, which rose very 
rapidly in value after its acquisition, 
it would not necessarily cause a real 
estate investment trust to its 
qualified status. 


lose 


Opportunity to Correct Errors 
in Status 


A real estate investment trust which 
does not meet the requirements of 
this subsection at the close of any 
quarter by reason of a discrepancy 
existing immediately after the acqui- 
sition of any security or other prop- 
erty which is wholly or partly the 
result of such acquisition, during such 
quarter, shall not lose its status for 
such quarter if such discrepancy is 
eliminated within 30 days after the 
close of such quarter. This would 
mean that there would have to be a 
constant and prompt valuation of all 
assets currently so that within the 
30-day period all necessary action 
would have been taken. This would 
mean, too, that real estate investment 
trust which would seek to have con- 
stant qualification under this section 
of the law would have to be careful 
in its selection of any assets which 
may cause it trouble. If an asset would 
be difficult to dispose of; if it would 
be hard to find a buyer; if it would be 


difficult to obtain necessary financing 
with reference to a sale of a trouble- 
some asset, it might unwittingly lead 


the real estate investment trust 


losing its necessary qualification. 


to 


As used in this section of the real 
estate investment trust law, there are 
certain definitions given for “value,” 
“real estate assets,” “interest in real 
property” and “all other terms.” 
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Definition of Value 


“Value” means the following: Mar- 
ket valuations in the case of securi- 
ties for which there are quotations. 
As to other securities and assets “fair 
value” as determined in good faith 
by the trustees but “fair value” shall 
not exceed “market value” or “asset 
value,” whichever is higher. This 
definition of value gives the trustees 
a lot of leeway. It would be assumed 
that in the ordinary case the usual 
standards by which fair value is de- 
termined will be used. Perhaps it 
would have been much easier to have 
said “fair value” as determined in 
good faith by the trustees and let it 
go at that. Of course, fair value in 
the minds of the trustees could be 
higher than market value because the 
trustees could feel that the fair value 
is higher than an asset would bring 
in the market at a given time or vice 
versa. But what does asset value mean 
to an asset having value independent 
of its fair value, its market value or 
its fair market value? Does an asset 
have a value because it has a nui- 
sance value? There are always a great 
many factors to be taken into con- 
sideration in connection with the valu- 
ation of an asset such as appraisals; 
book values; earnings; offers to buy 
and offers to sell; quotations in the 
market place; federal and state tax 
values; forced or quick sale values; 
fractional interest value; value affected 
by imminence of war; restricted sales 
covenants; anticipated current or sub- 
sequent events such as possibility of 
condemnation proceedings; discount 
value ; anticipated earnings ; value based 
upon a cash sale and value based upon 
payment of purchase price made on in- 
stallment or deferred payment method ; 
depreciation factors; and loan value. 
As generally employed, fair market 
value means the price at which prop- 
erty would change hands between a 
willing buyer and a willing seller, 
neither being under any compulsion 
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to buy or sell. This is the definition 
used for federal estate tax law pur- 
poses and the definition is of judicial 
origin. Apparently a new body of law 
on the subject of valuation is going 
to come into existence all of which 
will appear to be realistic depending 
upon whose side you are on. 


Definition of Real Estate Assets 


“Real estate assets” is defined to 
mean real property, and interest in 
real property, and interest in mort- 
gages on real property, and shares 
and transferable certificates of bene- 
ficial interest in other real estate in- 
vestment trusts. It should be noted 
in connection with this definition that 
personal property in and of itself, is 
not considered within the definition 
of “real estate assets.” However, if 
personal property is owned by an- 
other real estate investment trust and 
shares or transferable certificates of 
beneficial interest are owned by the 
real estate investment trust in ques- 
tion then for the purpose of the real 
estate investment trust in question, 
personal property indirectly becomes 
within the definition of real estate 
assets. 

Moreover, what about an interest 
in a mortgage which covers both real 
property and personal property? 
Would that be deemed a real estate 
asset or would it be prorated accord- 
ing to the value of the real estate and 
personal property covered. 


Definition of Interests 
In Real Property 

“Interests in real property” is de- 
fined to include fee ownership and 
co-ownership of land and improve- 
ments thereon, leaseholds of land and 
improvements thereon, but does not 
include mineral, oil, or gas royalty 
interests. 


Definition of Other Terms 
“All other terms” are defined to 
have the same meaning as the Invest- 


Investment Trusts 


ment Company Act of 1940 as amended. 
The Investment Company Act can 
be found in title 15 USCA Section 
80a-l1 and following. There are a 
host of definitions found in title 15 
USCA Section 80a-2 and 3. 
Defintion of Section 856(d) 
Rents from Property 

Rents from property as used in 
this section of the law has a definition 
of its own. “Rents” includes rents 
from interests in real property. Since 
we noted above that interests in real 
property, as defined in the law, does 
not include anything specific with 
respect to personal property leased 
along with real property, then it 
would not necessarily include rents 
from interests in personal property. 
Just how far the Commissioner of 
Internal Revenue will go in this connec- 
tion will have to await the regulations. 

Rents include rents based upon a 
fixed percentage or percentages of 
gross receipts or sales. However, it 
does not include any amount directly 


or indirectly received or accrued if 
the determination is based in whole 
or in part on the income or profits 


derived by any person from such 
property. 

Moreover, as defined in the law, 
care has to be taken with respect to 
rent received from any corporation if 
the trust directly or indirectly was 10 
per cent or more of the total com- 
bined voting power of all classes of 
stock of said corporation entitled to 
vote or 10 per cent or more of the 
total number of shares of stock of 
such corporation. The law provides 
that for the purposes of this section 
of the law, rents from real property 
do not include any rent received from 
any such corporation if the trust di- 
rectly or indirectly owns 10 per cent 
or more of the total combined voting 
power of all classes of stock of the 
corporation entitled to vote or 10 per 
cent or more of the total number of 
shares of stock of such corporation. 
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In addition to the above, care like- 
wise has to be taken in case any rent 
is received with respect to any real 
property if the trust furnishes or ren- 
ders services to the tenants of such 
property or manages or operates such 
property other than as an independ- 
ent contractor from whom the trust 
does not derive or receive any in- 
come. Specifically, the law says that 
rents from real property does not 
include any rent received from any 
real property if the trust furnishes 
or renders services to the tenants of 
such property or manages or oper- 
ates such property other than as an 
independent contractor from whom 
the trust does not derive or receive 
any income. There is no _ specific 
definition as to what the furnishing 
or rendering of services to tenants in- 
cludes but in the absence of any regu- 
lations, which specifically excludes 
from the broad coverage from the 
word “services” then it would be 
reasonable to suppose that any serv- 
ice to tenants would be included in 
the definition. Services could em- 
brace such items as the furnishing of 
gas, heat, water, air conditioning, 
cleaning, repairs, telephone, mainte- 
nance, parking, delivery, as well as a 
host of others. Management and 
operating services are of the well 
known and usual kind. 

As to what constitutes an “inde- 
pendent contractor” who furnishes or 
renders his service or manages or 
operates the real property, the law 
had a special definition. An inde- 
pendent contractor is defined to mean 
(a) a person who does not own di- 
rectly or indirectly more than 35 per 
cent of the shares or certificates of 
beneficial interest in the trust, or (b) 
a corporation not more than 35 per 
cent of the total combined voting 
power of whose stock or 35 per cent 
of the total shares of all classes of 
stock, or if not a corporation, not 
more than 35 per cent of the interest 
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in whose assets or net proceeds di- 
rectly or indirectly is owned, by one 
or more persons owning 35 per cent 
or more of the shares or certificates 
of the real estate investment trust. 


Determination of Ownership 


In determining the ownership of 
stock, assets, or net profits of any 
person, for purposes of determining 
whether an “independent contractor 
exists”, Section 318(a) of the In- 
ternal Revenue Code applies except 
that it is necessary to substitute 10 
per cent for wherever 50 per cent is 
set forth in Section 318(a)(2)(C). 
Thus: 


Members of family.—An individual 
is considered as owning the stock 
directly or indirectly by or for his 
spouse (other than a spouse who is 
legally separated from the individual 
under a decree of divorce or separate 
maintenance) and his children, grand- 
children and parents. Moreover, a 
legally adopted child of an individual 
is treated as a child of such individual 
by blood. 


Partnerships and estates.—Stock 
owned, directly or indirectly by or for 
a partnership or estate shall be con- 
sidered as being owned proportion- 
ately by its partners or beneficiaries. 
Stock owned directly or indirectly by 
or for a partner or a beneficiary is 
considered as being owned by the 
partnership or estate. 


Trusts.—Stock owned directly or 
indirectly by or for a trust shall be 
considered as being owned by its 
beneficiaries in proportion to the 
actuarial interest of such beneficiaries 
in such trust. Stock owned directly 
or indirectly by or for a beneficiary 
of a trust shall be considered as being 
owned by the trust unless such bene- 
ficiaries’ interest in the trust is a re- 
mote contingent interest. For the 
purpose of this provision, a contingent 
interest of a beneficiary in a trust 
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shall be considered remote if, under 
the maximum exercise of discretion 
by the trustee in favor of such bene- 
ficiary, the value of such interest 
computed actuarily is 5 per cent or 
less of the value of the trust of the 
property. Stock owned directly or 
indirectly by or for any portion of 
certain trusts of which a person is 
considered the owner, (that is, relat- 
ing to grantors and others treated as 
substantial owners under sub-part “E” 
of part “1” of subchapter “J” of the 
Code) shall be considered as being 
owned by such person, and such trust 
shall be considered as owning the 
stock owned directly or indirectly by 
or for that person. 


s 
3 


It should be pointed out, however, 
that with respect to this item of con- 
structive ownership of stock, the law 
specifically states that it shall not 
apply with respect to any employees 
trust described in Section 401(a) of 
the Internal Revenue Code which is 
exempt from tax under Section 501(a). 


Corporations.—If 10 per cent or 
more in value of the stock in a corpo- 
ration is owned directly or indirectly by 
or for any person then (1) such person 
shall be considered as owning the stock 
owned directly or indirectly, by or for 
that corporation, in that proportion 
which the value of the stock which 
such the 
such cor- 


person so bears to 
value of all the stock in 
poration; and (2) 
shall be considered as owning the 


owns 
such corporation 


stock owned, directly or indirectly, 
by or for that person. 


Options.—If any person has an op- 
tion to acquire stock, such option 
shall be considered as owned by such 
person. Moreover, an option to ac- 
quire such an option, and each one 
owning series of such options, shall 
be considered as an option to acquire 
such stock. 
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Constructive ownership as actual 
ownership.—In general, stock con- 
structively owned by a person as 
above set forth in subparagraphs “1,” 
“2” and “3” is to be treated as actu- 
ally owned by such person, except, 
however, that stock constructively 
owned by an individual by reason of 
being a member of a family is not to 
be treated as owned by him in order 
to make another the constructive 
owner of such stock. Further, the 
law goes on to say that if stock may 
be considered as owned by an in- 
dividual either by reason of being a 
member of a family or by reason of 
having an option, then it is to be con- 
sidered as being owned by him by 
reason of having an option. 

From all the above it becomes ap- 
parent that where individuals will 
seek to dominate the ownership or 
control of real estate investment trust 
and also will seek to dominate man- 
agement in service companies with 
respect to the real estate properties 
in which the real estate investment 
trust is directly or indirectly inter- 
ested, many problems are sure to 
come up. 


Taxation 
of Real Estate Investment Trust 
and Its Beneficiaries 


Now that we have set forth what 
makes up a real estate investment 
trust, how it qualifies and what limi- 
tations are placed on it, we come to 
the taxation of the trust and its bene- 
ficiaries. Here again, in order for 
the real estate investment trust and 
its beneficiaries to receive whatever 
tax benefits the law provides strict 
adherence to additional provisions of 
law are required. 

Ninety per cent distribution neces 
sary.—In order to receive the benefits 
for a particular taxable year the real 
estate investment trust must obtain 
a deduction for dividends paid during 
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the taxable year (as defined by Sec- 
tion 561 of the Internal Revenue 
Code, but without regard to capital 
gains dividends) of at least 90 per 
cent of its real estate investment trust 
taxable income for the taxable year 
determined without regard to the 
dividends paid. 

Ownership in outstanding shares 
or certificates must be disclosed.— 
The real estate investment trust must 
comply with the regulations of the 
Secretary of the Treasury for the 
purposes of ascertaining the actual 
ownership of the outstanding shares 
or certificates of beneficial interest 
of such trust. 


Undistributed Income of Trust 
Subject to Regular Corporate Taxes 


The tax on a real estate invest- 
ment trust is the regular normal and 
surtax as computed as provided in 
Section 11 of the Internal Revenue 
Code. These are the regular taxes 
applicable to all corporations. How- 


ever, there is a special definition for 
what makes up the taxable income of 


a real estate investment trust. First 
of all, the Code says that the taxable 
income and dividend paid deduction 
(which is to be computed without re- 
gard to capital gains dividend) shall 
be reduced by the deduction provided 
in Section 242 of the Code relating to 
partially tax-exempt interest. Further, 
the real estate investment trust tax- 
able income means taxable income 
adjusted as follows: 

(a) There shall be excluded the 
excess, if any, of the net long term 
capital gain over the net short term 
capital laws. 

(b) There shall be allowed the 
special deductions for corporations 
provided in Part VIII of subchapter 
“B” of the Internal Revenue Code, 
to wit: Section 241 and following 
sections relating to the allowance of 
special deductions, with the excep- 
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tion that the deductions of organiza- 
tional expenditures under Section 248 
are to be recognized. 


(c) A deduction shall be allowed 
for dividends paid which shall be 
computed without regard to capital 
gains dividends. Dividends will take 
the well-defined meaning as set forth 
in Section 561 of the Code. 

(d) Taxable income of the real es- 
tate investment trusts is to be com- 
puted without regard to Section 443(b) 
of the Code relating to computation 
of tax on change of annual account- 
ing period. 

(e) Net operating loss deductions 
as provided in Section 172 of the 
Code are not to be allowed. 


Undistributed Capital Gains 
Subject to Tax 

With respect to capital gains the 
tax is to be computed as follows: 

(a) There is imposed upon the real 
estate investment trust a tax of 25 
per cent of the excess, if any, of net 
long term capital gain over the sum 
of (i) the net short term capital loss 
and (ii) the deduction for dividends 
paid determined with reference to 
capital gains dividends only. 

(b) A capital gain dividend re- 
ceived by shareholders for beneficial 
interest holders of a real estate in- 
vestment trust shall be treated as a 
gain from the sale or exchange of a 
capital asset held more than six months. 

(c) A capital gains dividend is de- 
fined as any dividend or part thereof 
which is designated by the real estate 
investment trust as a capital gains 
dividend in a written notice mailed to 
its shareholders or holders of bene- 
ficial interests at any time before the 
expiration of 30 days after the close 
of the taxable year. If the aggregate 
amount so paid with respect to the 
trusts’ taxable year (including Sec- 
tion 858 dividends as hereinafter re- 
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ferred to) is greater than the excess 
of the net long-term capital gain over 
the net short-term capital loss of the 
taxable year, the portion of each dis- 
tribution which shall be a capital gain 
dividend shall be only that portion of 
the amount so designated which such 
excess of net long-term capital gain 
over the net short-term capital gain 
bears to the amount distributed. 

Loss on sale or exchange of a share 
or interest in a trust held less than 
31 days shall be treated as loss from 
sale or exchange of capital asset held 
for more than six months, if and only 
to the extent that such taxpayer 
would have to treat capital-gains 
dividends by the trust as a gain from 
a long term capital asset. 

For the purposes of this paragraph 
the rules set forth in Section 246(c) (3) 
are to be applied in determining 
whether the holding has been for less 
than 31 days. This means that the 
day of disposition but not the day of 
acquisition shall be taken into ac- 
count. Moreover, there shall not be 
taken into account any day which is 
more than 30 days after the date on 
which a share becomes ex-dividend. 


Restrictions Applicable to Dividends 
Received from Real Estate 
Investment Trust 


For the purposes of Section 34(a) 
relating to credits for dividends re- 
ceived by individuals, Section 116, 
relating to exclusions for dividends 
received by individuals, and Section 
243 relating to deductions for dividends 
received by corporations, a dividend 
received from a real estate investment 
trust which meets the requirements 
of this new section of the law 
shall not be considered as a dividend. 
Of course, the reason for this is ob- 
vious. Having eliminated one tax by 
reason of the new section of the law, 
the Treasury Department had to re- 
serve its right to have the income 
taxed at least once. 
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Earnings and Profits 
of Real Estate Investment Trust 


The earnings and profits of a real 
estate investment trust for any tax- 
able year (but not its accumulated 
earnings and profits) shall not be re- 
duced by any amount which is not 
allowable as a deduction in comput- 
ing its taxable income for such year. 
For the purposes of this section of 
the law a real estate investment trust 
includes domestic trusts and associa- 
tions which are unincorporated and 
which are real estate investment trusts 
determined without regard to Section 
857(a) of the Internal Revenue Code. 


Now we see that the Internal 
Revenue Code injects the thought 
that there are real estate investment 
trusts which are determined without 
meeting the requirements of the new 
section of the law. 


Section 858 Internal Revenue Code 
Dividends Paid by Real Estate 
Investment Trust 


We see here that under 
circumstances a real estate invest- 
ment trust can obtain a credit for 
dividends paid after the close of the 
trusts’ taxable year. This, of course, 
is only equitable because the trust 
cannot finally determine its income 
until its tax year is closed, otherwise 
how would it know as a certainty 
whether it has declared 90 per cent 
of its taxable income as dividends. 
The law says that if the real estate 
investment trust declares a dividend 
before the time prescribed by law for 
the filing of its return for the taxable 
year, including any extensions granted, 
and distributes the dividends in the 
12 months following the close of the 
taxable year, but not later than the 
date of the first regular dividend, 
payment made after such declaration, 
then the amount so declared and dis- 
tributed shall (to the extent the trust 
elects on such return) be considered 
as having been paid during the tax- 
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able year. There are some exceptions. 
The first exception is that insofar as 
the recipient shareholder or beneficial 
certificate holder is concerned, the 
dividend is to be treated as received 
in the taxable year in which the dis- 
tribution is made. The second ex- 
ception is that notice must be given 
to shareholders with respect to which 
such dividends apply, not later than 
30 days after the close of the taxable 


ple time in which to compute its tax- 
able income for the year in which to 
make the dividend distributions. Care 
should be taken that while the period 
in which to declare the dividend runs 
up to and including the last date for 
filing the return for the taxable year, 
including any extensions granted, yet 
the time with respect to making the 
distribution is limited to 12 months 
following the close of the taxable 


year in which the distribution is made. 


We can therefore see that from 
these provisions of the law the real 
estate investment trust is given am- 


year and there are no apparent ex- 
tensions of this even though the time 
for the filing of the tax return may 
have been extended. [The End] 


FEDERAL ESTATE NEWS 


The following items are selected from a recent report of 
the CCH Feperat Estate AnD Girt TAX REPORTER. 

Power over trust relinquished in contemplation of death. 

The widow of decedent’s son would have forfeited a sub- 
stantial amount of income by reason of her proposed remar- 
riage. Seeking to replace this loss, decedent relinquished in 
favor of her daughter-in-law her life income interest in a trust 
which she had created. At the same time, she relinquished 
her power to alter and terminate the trust, thereby vesting the 
interests of the remaindermen. These amendments to the trust 
were made 18 months prior to her death. The transfer of the 
income interest was dominated by a motive associated with 
life. The irrevocable transfer of the remainder interest was 
held to have been for the purpose of avoiding the estate tax. 
Consequently, only that portion of the trust represented by 
the remainder interests was includible in decedent’s gross 
estate as a transfer made in contemplation of death.—Stude- 
baker, DC Ind. 

Transfer with retained life estate includible in gross 
estate.—Prior to March 4, 1931, decedent and her husband 
transferred their separate property to a trust for the ultimate 
benefit of their grandchildren. They reserved a right to in- 
come to themselves and the survivor of them and the addi- 
tional right to jointly terminate the trust and receive corpus. 
In 1943 they relinquished their power to terminate the trust. 
Decedent survived her husband. The transfer with income 
retained failed to come within the exclusion for transfers made 
prior to March 4, 1931. It was held that the transfer did not 
occur until the power to terminate was relinquished and, 
secondly, that the retention of that power made the transfer 
includible under other provisions of the estate tax law in effect 
on March 4, 1931. Consequently, the trust property was in- 
cludible in decedent’s gross estate.—Studebaker, DC Ind. 
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Stock Transfers by Shareholders 
to Outsiders 
for Nontangible Consideration 


By NEIL J. O'BRIEN 


The author is associated with the law firm 
of Wynne, McKenzie, Stroud, Jaffe & Tinsley, Dallas, Texas. 


HE STOCK of a closely-held corporation is often useful as an 

inducement to attract a young executive or to obtain financing. 
Where the stock is transferred for tangible consideration, such as cash 
on other stock, the transfer is normally a sale of a capital asset, and 
the tax consequences are reasonably clear. Where the transfer is 
made for nontangible consideration, such as services, the tax conse- 
quences to the transferor are neither clear nor settled. This article is 
directed primarily to discussion of a stockholder’s right to a loss 
deduction on transfer of stock as an inducement to an outsider either 
directly or through the corporation, together with brief mention of 
other tax consequences incident to such transfers. 


There are three principal questions involved: (1) Under what cir- 
cumstances does a stockholder realize a loss on transfer of his stock 
either to the corporation or to the outsider for nontangible considera- 
tion? (2) How is the loss computed? (3) Is the loss ordinary or 
capital ? 


Realization of Loss 


The first question is under what circumstances will a stockholder 
be entitled to a loss deduction on disposition of his stock to an out 
sider either directly or indirectly through use of the corporation as 
a conduit. Section 165 allows a deduction in the case of an individual 
for losses incurred in any transaction entered into for profit. Pur- 
chase of stock is a transaction entered into for profit, so that a disposi- 
tion of the stock either to the outsider or to the corporation satisfies 
the statutory requirements of Section 165. The question is whether 
a loss is realized. 
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The first case in this area involved 
a pro rata transfer of stock directly 
to the outsider... The Commissioner 
contended the transaction was in sub- 
stance the same as a pro rata con- 
tribution to the corporation followed 
by the corporation’s transfer to the 
outsider, but the Board rejected this 
construction of the facts, reasoning 
that there was a clear disposition of 
property to the outsider, which re- 
duced the taxpayer’s assets, resulting 
in his realization of a loss. Although 
there is some merit in the argument 
that the stockholders were acting as 
agents for their corporation, it seems 
outweighed by the facts that a stock- 
holder is separate from his corpora- 
tion, his stock interest represents a 
separate investment, and he can act 
to protect his stock without being an 
agent for the corporation. This is 
more evident when a stockholder acts 
independently than where the stock- 
holders act in concert. In any event, 
the rule that a loss may be realized 
on a direct transfer to an outsider has 
been generally accepted, and the 
Service appears to agree,’ although 
there are a number of old nonacqui- 
escences outstanding on this point.® 





*George M. Wright, CCH Dec. 5693, 18 
BTA 471 (1929) (nonacq. IX-1 CB 78), 
modif. 2 ustc § 689, 47 F. 2d 871 (CA-7, 
1931). 

*In Leo Sack, CCH Dec. 24,032, 33 TC 
805 (1960), the Service did not contest the 
question of whether a transfer to an out- 
sider was a taxable event as a matter of 
law. See also Budd International Corpora- 
tion, 45 BTA 737 (1941) (acq. 1942-2 CB 
3), rev’d on other issues, 43-2 ustc § 9632, 
143 F. 2d 784 (CA-3). 

* See case cited at footnote 1; City Builders 
Finance Company, CCH Dec. 6561, 21 BTA 
800 (1930) (nonacq. X-2 CB 81); Helene 
Baldwin Burdick, CCH Dec. 6304, 20 BTA 
742 (1930) (nonacq. X-2 CB 82), aff'd, 3 
ustc J 935, 59 F. 2d 395 (CA-3, 1932). The 
government did not request certiorari in 
Peabody Coal Company v. U. S., 4 ustc 
7 1349, 80 Ct. Cls. 202, 8 F. Supp. 845 
(1934). 

*Code Sec. 61. 
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The question of whether a loss is 
realized by a stockholder on a con- 
tribution of his stock to the corpora- 
tion is somewhat more complex. The 
general rule is that all gain is taxable,‘ 
and the Code provides specifically 
that gain or loss realized on a sale or 
other disposition of property shall be 
recognized, so.that in the absence of 
a specific section which provides that 
a loss on a contribution to capital 
shall not be recognized, the only 
basis for not treating a contribution 
as a taxable event is that gain or loss 
is not realized. There is no section 
which provides categorically that 
gain or loss shall not be recognized 
on a contribution to capital. Section 
351 might apply, but it would be ap- 
plicable only to cases in which the 
contributor has 80 per cent control." 
The question therefore is whether a 
in the constitutional sense 
realized on a contribution to capital. 


loss is 

Although there to be a 
tacit assumption in many opinions 
that a contribution to capital is a 
nontaxable event,® the decisions do 
not support that unequivocal conclu- 
sion. What the decisions establish is 
that cash contributions ® and propor- 


appears 





* Code Sec. 1002. 

*Code Sec. 362(a)(2) implies that gain 
or loss may be recognized on a contribution 
to capital. 

*Sec. 351 requires receipt of stock or se- 
curities, but see Commissioner v. Morgan, 
61-1 ustc 79317, — F. 2d — (CA-3), and 
King v. U. S., 35-1 uste $ 9106, 10 F. Supp. 
206 (DC Md.), aff'd, 35-2 ustc J 9590, 79 F. 
2d 453 (CA-4). 

® Clara O. Beers, CCH Dec. 9438, 34 BTA 
754 (1936) (acq. XV-2 CB 3). 

°In re Park’s Estate v. Commissioner, 3 
ustc § 945, 58 F. 2d 965 (CA-2, 1932), cert. 
den., 287 U. S. 645; First National Bank in 
Wichita v. Commissioner, 2 ustc J 643, 46 F. 
2d 283 (CA-10, 1931); Burns v. Commis- 
sioner, 1929 CCH STANDARD FEDERAL TAX 
Reports, Cts. Vol., p. CCA-7133, 31 F. 2d 
399 (CA-5), cert. den., 280 U. S. 564; John 
G. Paxton, CCH Dec. 2476, 7 BTA 92 
(1927). 
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tionate stock contributions ?° are non- 
taxable. 


Nontaxability of a cash contribu- 
tion is reasonable, for although it was 
early recognized that a stockholder 
making a cash contribution profited 
by the increase in the company’s 
surplus,*? it would be impractical to 
look behind a cash transaction to de- 
termine whether a taxpayer received 
his money’s worth” as a basis for 
computing gain or loss. In addition, 
when part of the property received 
is of an intangible nature—the antici- 
pated benefits to be derived from the 
cash contribution **“—the value of the 
property transferred is the best and 
most practical basis for determining 
the amount received,"* and the value 
of the cash contributed being equal 
to the basis therein, there is no gain 
or loss. 


Nontaxability of a proportionate 
stock contribution is not as clear. 
Basis may be more or less than the 
value of the property transferred, so 
that gain or loss can be computed. 
Nevertheless, the courts have held 
that no loss is realized by the share- 
holders on a rata contribution 
of the corporation’s stock to the cor- 
poration.’® 


* Edith Scoville, CCH Dec. 5638, 18 BTA 
261 (1929); Charles M. Haft, CCH Dec. 
6228, 20 BTA 931; S. M. 1447, V-1 CB 
168; I. T. 1168, I-1 CB 194; I. T. 1288, I-1 
CB 195; O. D. 216, CB No. 1, 126. 

™ Burns v. Commissioner, cited at footnote 9. 

®See I. T. 1751, 11-2 CB 142 where the 
Service ruled a pro rata cash contribution 
was an additional price paid for the stock. 

* Cf. Commissioner v. Wright, 2 ustc J 689, 
47 F. 2d 871, (CA-7, 1931). 

* Philadelphia Park Amusement Company 
v. U. S., 54-2 ustce J 9697, 130 Ct. Cls. 166, 
126 F. Supp. 184 (Ct. Cls.); Leo Sack, cited 
at footnote 2; Ruth Iron Company, 4 BTA 
1151, aff'd, CCH SranpArp FEepERAL Tax 
Reports, Cts. Vol., p. 6899, 26 F. 2d 30 
(CA-8). But see Davis v. U. S., 61-1 uste 
79276 (Ct. Cls.); Rev. Rul. 56-100, 1956-1 
CB 624; see also Peabody Coal Company v 
U. S., cited at footnote 3. 


pro 


The rule is based on the 
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reasoning in Eisner v. Macomber '** 
that no gain or loss is realized on a 
pro rata increase or decrease among 
the stockholders of their stock inter- 
ests,"* because they have the same 
total assets after the contribution as 
before. The rule serves a_ useful 


function in supporting a result which 
from a policy point of view is de- 
sirable, and which is consistent with 
the Congressional purpose evidenced 
in the nonrecognition provisions. 


Consistent with the Eisner v. Ma- 
comber rationale, the courts have held 
that a loss is realized on a dispropor- 
tionate contribution by a shareholder 
of stock to the corporation.** This 
seems correct. The cash contribution 
rule is inapplicable here because the 
values received differ from basis, so 
that gain or loss can be computed. 
The stock contribution reasoning is 
inapplicable here, because there is a 
readjustment of stock interests, and 
the contributing stockholder has less 
than he had before. There are some 
decisions which have characterized a 
contribution as a nontaxable gift,’® 
but this is a somewhat artificial rea- 
son, and appears to be a make-weight 
for the preconceived assumption that 
a contribution by a stockholder to a 


* See footnote 10. 

7 1 ustc § 32, 252 U. S. 189 (1920). 

™ Edith Scoville, Charles M. Haft, S. M. 
1447, cited at footnote 10; Helene Baldwin 
Burdick, cited at footnote 3; Taylor v. 
McLaughlin, 39-2 ustc $9722, 30 F. Supp. 
19 (DC Pa.). 

* Helene Baldwin Burdick, cited at foot- 
note 3; Estate of Julius Miller, CCH Dec. 
12,105, 45 BTA 292 (1941) (acq. 1944 CB 
20); Estate of William H. Foster, CCH Dec. 
16,127, 9 TC 930 (1947) (acq. 1948-1 CB 
2); Payne Housing Corporation, CCH Dec. 
20,441(M), TC Memo. 1954-85, 13 TCM 
603; Charles H. Duell, CCH Dec. 24,465(M), 
TC Memo. 1960-248, 19 TCM 1381. 

* Commissioner v. Rosenbloom Finance 
Company, 66 F. 2d 556 (CA-3, 1933), 3 uste 
7 1150, cert. den., 290 U. S. 692; Bothin Real 
Estate Company v. Commissioner, 37-2 ustc 
7 9314, 90 F. 2d 91 (CA-9); King v. U. S., 
cited at footnote 7. 
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corporation is inherently a nontaxable 
transaction.*® If a genuine gift can 
be shown, then no gain or loss would 
be realized.** The Service has acqui- 
esced in the disproportionate contri- 
butions rule.** 


Realization of a loss on a dispro- 
portionate contribution of stock may 
be a mixed blessing to taxpayers. If 
a loss can be realized, then gain may 
be realized also. Moreover, if a dis- 
proportionate contribution of stock 
to a corporation is a realizable event, 
a disproportionate contribution of 
property other than stock may also 
be a realizable event. It is true that 
a disproportionate contribution of prop- 
erty differs from a disproportionate 
contribution of stock in that the 
stockholder’s interest in the corpora- 
tion is not materially altered on a 
property contribution as it is on a 
stock contribution. However, the fact 
that a stockholder’s interest has been 
materially altered is not itself the 
basis for treating a disproportionate 
stock contribution as a taxable event. 
The fact of material alteration is sim- 
ply a correlative of the critical fact 
that the stockholder has disposed of 
part of his property. On a pro rata 
stock contribution the stockholder 
has disposed of nothing, his total 
personal possessions remain the same. 
However, on a non pro rata contri- 
bution his total assets reduced. 
Thus, although a _ disporportionate 
contribution of property does not ma- 
terially alter the stockholder’s interest 
in the corporation, it reduces his per- 
sonal property, and therefore is a ma- 
terial disposition justifying realization.** 


are 


Whether a proportionate contribu- 
tion of property other than stock or 
cash is a realizable event is question- 
able. It is arguable that there is an 


amount realized equal to the value of 
the property transferred, and depend- 
ing on basis, gain or loss results. On 
the other hand, it can be argued that 
the stockholder has not disposed of 
any property, his personal assets re- 
main constant, and therefore neither 
gain nor loss is realized. The latter 
approach seems preferable, and more 
nearly consistent with the reasoning 
of Eisner v. Macomber. Even assum- 
ing realization, however, the gain or 
loss may not be recognized under 
Section 351, because a proportionate 
contribution satisfies the control 
provision.** 


It is arguable that the cases allow- 
ing a loss on a disproportionate con- 
tribution of stock to a corporation 
should be limited to their facts, in- 
cluding principally the finding in each 
case that the contribution was made 
to improve the financial condition of 
the corporation. Such a limitation 
does not seem justified, because the 
right to a loss under Section 165 and 
its predecessors does not depend on 
the purpose for the disposition. In- 
tent would be material in character- 
izing the transaction as a disposition 
other than a nontaxable gift, and 
proof of an intent to improve the 
corporation’s finances would be ma- 
terial in rebutting proof of a gift, but 
once the transaction is characterized, 
intent seems immaterial. 

Taking the two rules as they stand, 
significant differences in tax conse- 
quences will result depending upon 
the method used in transferring stock 
to an outsider. If stock is transferred 
directly to the outsider, the stock- 
holders making the transfer will be 
entitled to a loss deduction. If, on 
the other hand, they transfer their 
stock pro rata to the corporation. and 





*”See Robert H. Scanlon, 42 BTA 997 
(1940) (acq. 1941-1 CB 9). 


54-1 
Rev. 


Prothro, 
(CA-5); 


ustc ¥ 9155, 
Rul. 55-138, 


Campbell v 
209 F. 2d 331 
1955-1 CB 223. 
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See footnote 18. 
* Eisner v. Macomber, cited at footnote 16. 
* See footnote 7. 


1961 ® TAXES—The Tax Magazine 





the corporation transfers the stock 
to the outsider, the stockholders will 
not be entitled to a loss unless they 
can establish that the corporation 
was used merely as a conduit.** How- 
ever, the stockholders may be more 
interested in adhering to the form, 
because the corporation will be en- 
titled to a deduction for compensa- 
tion in the amount of the value of the 
stock transferred to the outsider for 
services.” However, the corporation 
may also realize gain or loss to the 
extent its basis differs from the value 
of the property transferred.*” The 
form is particularly advantageous 
where the stockholders are not parti- 
cipating ratably in the transfer to the 
outsider. In such a case the partici- 
pating stockholders will obtain a loss 
on the disproportionate contribution 
of stock to the corporation, and the 
corporation will in turn obtain a de- 
duction for compensation paid in 
stock, provided the facts are not so 
interrelated that the government can 
piece them together into a single 
transaction.2* This method would 
seem particularly useful in transac- 
tions involving a family corporation, 
where a _ disproportionate transfer 
may not be impractical; ** there are 


no family attribution rules,*° but care 
must be taken to avoid indicia of a 
gift by the participating stockholders 
to those not participating.** 


Computation of Loss 


The most suitable method for con- 
tributing stock to an outsider may 
depend entirely on the different rules 
applicable in computing the amount 
of loss realized. With respect to a 
transfer to outsiders there is a split 
of authority. In Commissioner v. 
Wright ** the Seventh Circuit held 
that the loss is the difference between 
the stockholder’s basis and the value 
of the stock transferred, reasoning 
that the value of the stock is the 
amount realized in the form of con- 
templated advantages. The Tax 
Court follows Wright* However, 
in Peabody Coal Company v. U. S.,** 
the Court of Claims allowed a loss for 
the full amount of basis, reasoning 
that the contemplated advantage is 
too speculative to justify reduction of 
the loss.** : 


The Peabody Coal decision appears 
to be on somewhat tenuous grounds. 
More recent decisions tend to value 


benefits regardless of the form in 





** See Budd International Corporation, cited 
at footnote 2. 

** International Freighting Corporation, Inc. 
v. Commissioner, 43-1 ustc § 9334, 135 F. 2d 
310 (CA-2); National Bellas Hess, Inc., CCH 
Dec. 19,758, 20 TC 636 (1953) (acq. 53-2 
CB 5), aff'd on other issues, 55-1 ustTc 
§ 9298; Package Machinery Company, CCH 
Dec. 8186, 28 BTA 980 (1933) (acq. XIII-1 
CB 12); Hub Dress Manufacturing Company, 
CCH Dec. 80, 1 BTA 197 (1924) (acq. 
IV-1 CB 2); I. T. 2041, III-1 CB 392; I. T. 
1197, I-1 CB 269; A. R. M. 114, Cv No. 4, 
137; O. D. 570, CB No. 3, 144; O. D. 124, 
CB No. 1, 107. 

“17. S. uv. General Shoe Corporation, 60-2 
ustc § 9678, 282 F. 2d 9 (CA-6), cert. den., 
— U. S. —. International Freighting Corpo- 
ration, Inc. v. Commissioner, cited at footnote 
26. Contra, A. R. M. 114, cited at footnote 
26. For basis see Sec. 62 and Sec. 1012. 

28 See Budd International Corporation, cited 
at footnote 2. 
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*In a community property state stock 
held as community property may be con- 
verted into separate property of one spouse 
for this purpose. 

” Compare Sec. 302(c) with Jra S. Searle 
CCH Dec. 17,935(M), 9 TCM 957. 

™ Heringer v. Commissioner, 56-2 ustc ¥ 11. 
622, 235 F. 2d 149 (CA-9) ; Feine v. McGowan. 
51-1 ustc $9255, 188 F. 2d 738 (CA-2): 
Mack v. Commissioner, 42-2 ustc 7 9589, 129 
F, 2d 598 (CA-2); Regs. Sec. 1.351-1(b) 

* Cited at footnote 13. 

* Leo Sack, cited at footnote 2. See also 
U. S. uv. General Shoe Corporation, cited at 
footnote 27 and International Freighting Cor- 
poration, Inc. v. Commissioner, cited at foot- 
note 26. 

“4 ustc J 1349, 80 Ct. Cls. 202, 8 F. Supp 
845 (Ct. Cls., 1934). . 

* See also Commissioner v. Burdick, 3 ustc 
{ 935, 59 F. 2d 395 (CA-3, 1932). Cf. Camp- 
bell v. Prothro, cited at footnote 21. 
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which they are received. In General 
Shoe Corporation v. U. S.** the Sixth 
Circuit held that a corporation real- 
ized gain on contribution of appre- 
ciated property to a pension trust, 
reasoning that even though no tangi- 
ble benefit was received, “in this day 
and age we are [not] restricted to 
tangibles in tax matters where there 
is actual recognizable benefit, albeit 
intangible.” ** The Service apparently 
follows the Wright case.** 

With respect to the disproportion- 
ate contribution, the loss is the differ- 
ence between the stockholder’s basis 
and the increase in value of his re- 
tained shares resulting from the con- 
tribution.*® Any reduction is added 
to the stockholder’s basis in his re- 
tained shares.*® Value is not actual 
increase in fair market value of the 
retained shares; value is computed 
by multiplying the increase in book 
value of the corporation resulting 


from the contribution by the stock- 
holder’s fractional interest in the cor- 
portion after the contribution. 


This 
method of computing increase in 
value of the retained shares can pro- 
duce strange results. Assume 4,000 
shares are issued in equal parts to R 
and three other shareholders for $1 a 
share. R later sells his 1,000 shares 
to S for $10,000. When the stock 
is worth $15,000, S contributes 400 
shares to the corporation. S’s loss 
would be the difference between his 
basis ($4,000) and the increase in 
book value resulting from the con- 
tribution ($66.67), that is, book value 
of the stock ($400) reduced by R’s 


* Cited at footnote 27. 

* See also International Freighting Corpo- 
ration, Inc. v. Commissioner, cited at footnote 
26; Kenan v. Commissioner, 40-2 ustc J 9635, 
114 F. 2d 217 (CA-2); Leo Sack, cited at 
footnote 2; Commissioner v. Daehler, 60-2 
ustc § 9565, 218 F. 2d 823 (CA-5); Com- 
missioner v. Minzer, 60-2 ustc J 9493, 279 F. 
2d 338 (CA-5). 

*% Teo Sack, cited at footnote 2. 

* Estate of Julius Miller, Estate of William 
H. Foster and Payne Housing Corporation, 
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fractional interest (600/3600), result- 
ing in a loss of $3,933.33. The same 
result is reached regardless of the 
value of stock contributed, because 
the stock’s value is not an element of 
the computation formula. The fore- 
going example is based upon the 
simplest facts. The computation be- 
comes more complex depending on 
whether there are surpluses, deficits, 
reserves, unrealized profits, and on 
the corporation’s general business 
outlook. 


A much simpler and more nearly 
accurate approach would be to com- 
pute the loss as the difference be- 
tween basis and increase in fair market 
value of the retained stock. Even 
this reduction in loss can be criticized 
as too small, because it fails to take 
into consideration the anticipated 
benefits expected to be derived from 
the contribution. These benefits to- 
gether with the increase in value of 
the retained stock should approxi- 
mate the value of the stock trans- 
ferred, on the assumption that the 
contributing stockholder was willing 
to part with the value of the stock in 
return for these benefits. This would 
result in a computation on contribu- 
tions to capital identical with the 
computation in Wright on transfers to 
outsiders, that is, basis less value of 
the property transferred. In the above 
example, the stockholder would thus 
realize a gain rather than a loss on 
the contribution. Thus far the Serv- 
ice has accepted the computation used 
by the court.* 
cited at footnote 18. Compare the court’s 
first attempt in Helene Baldwin Burdick, cited 
at footnote 3, 

“Estate of Julius Miller and Estate of 
William H. Foster, cited at footnote 18. 

“Estate of Julius Miller, Estate of Wil- 
liam H. Foster, and Payne Housing Corpora- 
tion, cited at footnote 18. Compare Charles 


H. Duell, cited at footnote 18, where the 
increase in “value” was stipulated. 
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As the rules exist, significant dif- 
ferences in taxes will result depending 
on the method utilized for transfer- 
ring stock to an outsider. Using the 
Peabody Coal computation a propor- 
tionate transfer of stock to the out- 
sides will result in a loss in the 
amount of the stock’s basis, regard- 
less of value. Using the Wright com- 
putation, a direct transfer is advisable 
only where basis exceeds value. If 
the excess is small, the stockholders 
may be better off contributing their 
stock to the corporation, and having 
the corporation transfer the stock to 
the outsider. Although the stock- 
holders will not realize a loss on a 
proportionate contribution, they will 
obtain an increase in basis of their 
retained shares, and the corporation 
will have a compensation deduction. 
As indicated above, the corporation 
will probably realize gain or loss on 
the transfer to the outsider. 


If a disproportionate disposition is 
feasible, a disproportionate contribu- 


tion to the corporation followed by a 
transfer to the outsider will gener- 
ally be more advantageous because 


deductions are obtained, plus 
some increase in the stockholders’ 
bases. This method is almost always 
preferable where value is relatively 
close to or in excess of basis, and 
computation under the Wright rule 
would result in either a small loss or 
any gain. The question of how low 
value must be in relation to basis for 
the direct transfer to be preferable 
depends on a computation of the cor- 
poration’s book value to determine 
the amount of loss on a dispropor- 
tionate contribution, and a computa- 
tion of any gain or loss that may be 
realized by the corporation under 
General Shoe. In many instances, the 

*Code Sec. 1222. 

“ See footnotes 1-3. In its brief on appeal 
in Wright the government argued that there 


was no sale in support of its contention that 
no loss was realized. Compare the govern- 


two 
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direct transfer will not be as advan- 
tageous as the conduit method re- 
gardless of the stock’s value. 
Where a disproportionate disposi- 
tion is not feasible, it is not incon- 
ceivable that both methods can be 
used on the same transaction to 
achieve a disproportionate contribution 
in part. Thus, assume a corporation 
owned equally by four individuals 
who wish to bring a fifth person in on 
an equal basis. One individual could 
make a direct transfer, and the three 
others could make equal contribu- 
tions of their stock to the corpora- 
tion, which would transfer stock to 
the outsider. Their contributions 
would be disproportionate, provided 
the transfers are not bunched together, 
and treated as a single transaction. 


Character of Loss 


The question of whether the loss 
is ordinary or capital depends on 
whether the disposition is a sale or 
exchange.**? The government has not 
raised the question with respect to 
the loss realized on transfers to out- 
siders,** and the government did not 
raise the question of whether a loss 
on a disproportionate contribution 
was a capital loss until the question 
of whether any loss was even realized 
had been established.** When the 
right to an ordinary loss was finally 
questioned, the Board held the con- 
tribution was not a sale, because the 
stockholder received no consideration 
other than the possible effect on his 
remaining shares; “there was nothing 
more tangible.” The conclusion that the 
stockholder receives no consideration is 
somewhat difficult to reconcile with 
the courts’ recognition in computing 
the loss that there is an amount real- 
ized which reduces the loss, and with 





ment’s position in General Shoe, where gain 
was involved. 

“ Budd International Corporation, cited at 
footnote 2. 
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the reasoning in cases such as General 
Shoe that intangible benefits also con- 
stitute amounts realized.** However, 
the Service has acquiesced in the 
ordinary loss decision.*® It is doubt- 
ful if either the Service or the courts 
would extend this rule to transac- 
tions involving receipt by the stock- 
holders of cash or other property.* 

If the parties contemplate a pay- 
ment of cash by the outsider and a 
receipt of cash by the stockholders, 
a straight sale will produce capital 
gain or loss. The same result can 
probably be obtained through a re- 
demption by the corporation of stock, 
followed by a sale thereof to the out- 
sider,** but this produces no addi- 
tional tax benefits, and although 
dividend treatment should not result, 
there is no need to take the chance. 
when dealing with appreciated stock, 
even though a cash transaction is not 
contemplated, receipt of some cash 
may be desirable to assure that any 
gain realized under the Wright com- 


putation is capital gain.* 


If, as part of the arrangement, the 
outsider is to pay cash, and the cor- 
poration is to receive cash, additional 
considerations arise. A sale by the 
stockholders followed by a contri- 
bution of the cash received to the 
corporation will result in capital 
gain or loss to the stockholders with 
an increase in their bases on the con- 
tribution. If a disproportionate dis- 
position is feasible, the foregoing 
results must be weighed against the 





“See also Robert H. 
footnote 20. 

“See footnote 2; note also the govern- 
ment’s failure to appeal Charles H. Duell, 
cited at footnote 18. 

“Compare Simon v. Commissioner, 61-1 
ustc § 9136, 285 F. 2d 422 (CA-3); Mag- 
nolia Development Corporation, CCH Dec. 
24,331(M), TC Memo. 1960-177, 19 TCM 
934. 

“ Commissioner v. Snite, 49-2 ustc J 9470, 
177 F. 2d 819 (CA-7), aff’g. CCH Dec. 
16,311, 10 TC 523 (acq. 1950-1 CB 5); John 
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tax benefits of a disproportionate 
contribution followed by corporate 
sale of the stock to the outsiders, re- 
sulting in an ordinary loss to the 
stockholders and some increase in 
their bases. A proportionate contri- 
bution followed by a sale would ap- 
pear to be the least desirable method, 
because there would be no loss at the 
stockholder level, nor a deduction at 
the corporate level. 


If the corporation is going to pay 
cash and the stockholders are going 
to receive cash, a redemption by the 
corporation of stock to furnish the 
outsider will give the stockholders 
capital gain or loss, particularly if the 
redemption is disproportionate, and 
will give the corporation a compensa- 
tion deduction, with no gain or loss 
realized, because basis will equal the 
amount realized on the corporate sale. 


Conclusions 


Perhaps the most evident conclu- 
sion to be drawn from the foregoing 
discussion is that there is no cate- 
gorically best method for transferring 
stock to an outsider, and that a com- 
putation will have to be made in each 
case to determine which method 
should be used. However, in making 
the computation, certain legal de- 
cisions must also be made. The 
amount of loss on a direct transfer 
cannot be computed without deter- 
mining whether the Peabody Coal de- 
cision is reliable or whether the 
Wright computation will ultimately 
prevail. Clarification of this issue in 





A. Decker, CCH Dec. 23,587, 32 TC 326, 
aff'd. per curiam (CA-6, 1961). See also Bona 
Allen, Jr., CCH Dec. 10,980, 41 BTA 206, 
(nonacq. 1940-1 CB 5). 

” But see Berner v. U. S., 60-2 ustc J 9717, 
282 F. 2d 720 (Ct. Cls.), where the share- 
holder appears to have obtained an ordinary 
loss on sale of stock to employees below 
cost. The sale below cost and fair market 
value could be viewed as part sale and part 
other disposition. Cf. W. G. Maguire & 
Company, Inc., CCH Dec. 19,567, 20 TC 20 
(1953). 
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the Supreme Court is not unlikely in 
view of the specific conflict between 
the Seventh Circuit and Court of 
Claims, and in view of the more gen- 
eral conflict among the courts in deter- 
mining whether an amount is realized 
on dispositions for nontangible con- 
siderations.*° Although the rule for 
computation of loss on a contribution 
is subject to criticism, a degree of 
certainty exists here in view of the 
Service’s acquiescence in the rule. 
The same is true of the question of 


whether a loss is ordinary or capital, 
although here there would appear to 
be less certainty in view of the un- 
settled status of the fundamental 
question of whether an amount is 
realized on disposition of property 
for intangible benefits. This question 
cannot be ignored in a conduit trans- 
action with respect to computation of 
gain or loss to the corporation on dis- 
position of the stock to the outsider 
in view of the General Shoe decision. 

[The End] 


TAXING OF MUTUAL BANKS, SAVINGS AND LOAN ASSOCIATIONS 


The Treasury Department has submitted to the House 
Ways and Means Committee its promised report on the taxa- 
tion of mutual savings banks and savings and loan associations. 


In the President’s tax message of April 20, he recom- 
mended that consideration be given to the present method 
of taxing these institutions with the aim of assuring nondis- 
criminatory treatment. He noted that the tax deductible re- 
serve provisions accorded to mutual savings banks and savings 
and loan associations make it possible for them to substan- 
tially reduce or eliminate their income tax liability. The 
Treasury promptly notified the Ways and Means Committee 
that it would submit a report as soon as possible, but that it 
would not be prepared to comment at the recently concluded 
hearings. The report has now been submitted. 

The Treasury takes the position that mutuals and savings 
and loans should be permitted to retain earnings tax free only 
under a formula consistent with established concepts for com- 
puting bad debt reserves. This would mean that these institu- 
tions would be taxed in a manner comparable to the system 
applied to commercial banks. However, worried for fear of 
an adverse impact on the mortgage market, the Treasury has 
advanced alternative suggestions for a gradual transition period 
to full taxation or for a permanent system of taxation which 
would be less favorable to mutuals and savings and loans than 
the present system but which would not subject them to full 
taxation. 





131 F. 2d 642 (CA-2), cert. den. 319 U. S. 
741; General Shoe, cited at footnote 27; 
International Freighting Corporation, Inc. v 
Commissioner, cited at footnote 26; U. S. 
v. Wright, cited at footnote 1; Leo Sack, cited 
at footnote 2. See also General Utilities and 


” Compare, Davis v. U. S., cited at foot- 
note 14; Commissioner v. Marshman, 60-2 ustc 
{ 9484, 279 F. 2d 27 (CA-6), cert. den., 364 


U. S. 918; Philadelphia Park Amusement 
Company v. U. S., cited at footnote 14; 


Peabody Coal, cited at footnote 3; Campbell 
v. Prothro, cited at footnote 21, with Com- 
missioner v. Mesta, 41-2 ustc § 9768, 123 F. 
2d 986 (CA-2), cert. den. 316 U. S. 695; 
Commissioner v. Halliwell, 42-2 ustc J 9789, 
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Operating Company v. Helvering, 36-1 ustc 
7 9012, 296 U. S. 200 (1935); Code Sec. 311; 
Sec. 336, 
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HAT IS THE EFFECT of tax 

depreciation policy on the eco- 
nomic life of buildings or equipment? 
In much of the current public dis- 
cussion of depreciation policy, it is 
implicitly assumed that the faster the 
depreciation write-off, the greater the 


incentive to purchase new plant and 


$ 


CR 


LIFE 


O 


* William T. Morris (Ohio State), En- 
gineering Economy, Richard D. Irwin, Home- 
wood, Illinois, 1960, p. 156. 
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equipment. Perhaps this is so self- 
evident a truth as to make its dis- 
cussion futile. But to keep the record 
straight, let us see if we can perform 
this exercise in futility. 

Optimum economic life we define 
as that service life of an asset which 
will minimize the average cost per 
period of service.* We assume that 
annual out-of-pocket costs are non- 
decreasing with age. Essentially, there- 
fore, two factors are involved in a 
simplified model: 

(1) Capital recovery (CR), which, 
as an annual cost, decreases as life 
increases. 

(2) Out-of-pocket costs (OC), which, 
as average annual costs, increase with 
life. 

Optimum life, in general, is deter- 
mined by locating the period in which 
the increase in average out-of-pocket 
costs (OC) equals or exceeds the de- 
crease in annual capital recovery (CR). 


$ 
Oc 


O LIFE 


OL 
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If we let: 
n = any year 
o = optimum period 
OC = average operating (out-of- 
pocket) costs 
CR = average capital recovery 
CC = total average capital recovery 
plus out-of-pocket costs 
OCw: = OC. = OC-s 


(out-of-pocket costs are 
with life) 


non-decreasing 


Therefore 
CRon + OConr = CRo + OC. = 
CR.-: + OCe-s 
(annual costs fall, then rise again) 
But CRavi S CRa 
(annual capital recovery is decreasing with 
increasing life) 
and OCai 2 OCa 
(out-of-pocket costs are mnon-decreasing 
with life, and are increasing) 
Therefore 
CR. — CRee = OCern _ OC. 
(at optimum life, the decrease in CR equals 
the increase in OC) 


Now let T = rate of tax. 10>T>0 


While T may have an indirect ef- 
fect on the interest rate figured into 


CR, we will ignore that effect. We 
will also, for the moment, ignore tax 
deductions due to depreciation. 


Economic Life 


CRe — CRon S (1-T)OCwu. — (1-T)OCe 


In other words, we will diminish the 
increase in average out-of-pocket costs 
by the tax, while not affecting aver- 
age capital recovery. Economic life 
will therefore be lengthened (that is, 
our OC curve will move down). Still 
ignoring depreciation, at a tax rate 
of 100 per cent, economic life would 
become infinite, as the OC curve 
reached the X axis, and the CR curve, 
with increasing life, approached but 
never reached the X axis. 

As we provide for a reduction in 
taxes through depreciation, this would 
have the effect of moving our CR 
curve downward. In the extreme ex- 
ample of a 100 per cent tax rate, and 
ignoring the time value of money, our 
CR curve disappears as did our OC 
curve at the same rate. Optimum 
economic life at such a rate would 
then depend upon the time value of 
money. 

If we assume zero salvage value, 
and a useful life for depreciation tax 
purposes (straight-line depreciation) 
equal to optimum life, then (exclud- 
ing consideration of time value of 
money) our optimum economic life 
is unaffected by income taxes. 





However, these assumptions are un- 
realistic. Money has time value. Tax 
depreciation is not necessarily straight- 
line. In the real world, the only tax 
depreciation policy that would neu- 
tralize the effect of taxes on optimum 
economic life would be one that al- 
lowed for the different time value of 
money to different taxpayers, and 
adjusted annual tax depreciation accord- 
ingly. This would be incomprehensi- 
bly complex to draft and administer. 
Further, it is unnecessary. The same 
effect can be achieved if the cost of 
the asset is allowed in full as a de- 


duction in the year acquired. The 
necessary CR is then “1-T” times cost, 
divided by life. OC, after taxes, is 
based on the same “1-T.”” Optimum 
life is the same as if there were no 
taxes. 

From another viewpoint, too, this 
solution proves out. The rate of re- 
turn before taxes, if the cost is a tax 
deduction in the year of acquisition, 
is the same as after taxes. This re- 
sults from the scaling down of both 
the investment and the return there- 
on by the same factor (1-T). 


Optimum Economic Life Examples 


Cost: 10,000 
OC increases by 500 each year. 


0 Per Cent Tax 


CR Oc cc CR 


50 Per Cent Tax * 


50 Per Cent Tax ” 


OC cc CR Oc cc 


500 
1,000 
1,500 
2,000 
2,500 
3,000 
3,500 
4,000 


10,000 
5,000 
3,333 
2,500 
2,000 
1,667 
1,430 
1,250 


10,500 
6,000 
4,833 

(4,500) 
4,500 
4,667 
4,930 


5,250 


5,000 
2,500 
1,667 
1,250 
1,000 
833 
715 
625 


250 
500 
750 
1,000 
1,250 
1,500 
1,750 
2,000 


5,250 
3,000 
2,417 
(2,250) 
2,250 
2,333 
2,465 
2,625 


9,500 250 9,750 
4,500 500 5,000 
2,833 750 3,583 
2,000 1,000 3,000 
1,500 1,250 2,750 
1,167 1,500 (2,667) 
936 1,750 2,686 
750 2,000 2,750 


* Zero salvage, tax depreciation straight line with optimum life being useful life for any period 


less than useful life, if money has no time value. 


> Zero salvage, tax depreciation straight line with ten-year useful life. 


( ) Minimum combined cost. 


Return on Investment Example 
10,000 


2,000 per year for eight years. 


Cost: 
Savings: 


Method: Internal rate of return. 


Rate of 
Return 


Tax Depreciation 
Life * 


5 years 8 per cent 


10 years 4 per cent 


1 year 12 per cent 


no tax 12 per cent 


*50 per cent tax rate, 


straight-line basis. 


depreciation on 


Conclusion 


The longer the period of tax write- 
off of an investment, the longer the 
optimum economic life. This results 
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under circumstances where the invest- 
ment itself, in terms of rate of return, 
appears relatively less attractive as 
compared to alternatives involving 
shorter write-offs for tax purposes. 
Thus, tangible assets appear less at- 
tractive than intangible—we will in- 
vest in an advertising campaign rather 
than improved production equipment. 
One extreme result of this type of 
analysis is the peculiar (at first blush) 
fact that in considering two replace- 
ment alternatives, if all other factors 
are equal, that replacement alterna- 
tive involving the old equipment with 
the greatest unrecovered cost for tax 
purposes will be most attractive. This 
result is produced by the tax loss 
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reducing current taxes, thus in turn 
reducing the incremental investment 
necessary in that alternative. The 
reason why this result seems peculiar 
to an accountant, of course, is that 
the transaction with the larger ac- 
counting loss involved is rationally 
the most attractive. 

If (1) the tax structure is to be neu- 
tral in choices among alternatives, 


and (2) if the time value of money is 
considered in making decisions, write- 
off of cost for tax purposes must be 
possible in the year of acquisition. 
This will remove the influence of taxes 
from the determination of optimum 
economic life and from the evaluation 
of internal investment alternatives. 


[The End] 


Se 


“The revenue agent wants to know what services you ren- 
der to justify your salary on the company payroll, dear.” 


Economic Life 





Business Tax: Switzerland 

Swiss Tax Shelter Opportunities for 
U. S. Business. Otto L. Walter and 
Silvio Bianchi. Schulthess & Co. AG, 
Zurich, Switzerland. 1960. 50 pages. 

This booklet is written by a New 
York attorney and a Swiss accountant 
in an effort to give the American 
businessman a thumbnail sketch of 
Swiss taxes and other problems re- 
lated to the establishment of a United 
States business organization in Switz- 
erland. The authors claim that the 
management of internationally ori- 
ented business has found increasing 
need for side-stepping forms of busi- 
ness organization (primarily the 
United States tax structure) which 
impede progress and competitive 
equality by draining off more than 
half of all profits without giving con- 
sideration to the special needs and 
risks of international trade. 


“Fundamentally,” says the book, 
“there is nothing illegitimate, uneth- 
ical or discreditable about base com- 
pany operations.” Recognizing the 
current trend in American industry to 
establish base operations in “tax shel- 
ters’ —areas with favorable tax laws 
—the authors attempt to clarify the 
seemingly complex Swiss tax struc- 
ture with an eye to revealing the 
advantages of Switzerland as a tax 
shelter. 


Dr. Walter is a New York tax at- 
torney and CPA. His co-author, Dr. 
Bianchi, is an accountant and tax 
consultant in Basel, Switzerland. 
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Corporate Tax: Sweden 


The Corporate Income Tax in 
Sweden. Martin Norr and Claes San- 
dels. Stockholms Enskilda_ Bank, 
Kungstradgardsgatan 8, Stockholm, 
Sweden, 1960. 60 pages. Free from 


publisher. 


This book has been compiled for 
the guidance of those who contem- 
plate doing business in Sweden or 
with Sweden. It is an up-to-date 
account, in English, of the Swedish 
corporate tax system. The require- 
ments of a highly developed industrial 
and commercial structure necessarily 
impose some complexity on Sweden’s 
modern tax system, point out the 
authors. Nevertheless, the taxation 
of corporate income in Sweden is 
relatively stable and straightforward, 
without a host of different taxes and 
without a pattern of continuous change 
in the tax system. 


The concept of net income is firmly 


established in Sweden. “There is an 
underlying basic principle that all 
expenses incurred in the earning and 
preservation of income from any 
source are deductible from receipts 
from that source in order to deter- 
mine net taxable income.” 


Martin Norr is an American at- 
torney, a member of the staff of Har- 
vard Law School and the co-author 
of Taxation in Sweden, a volume of 
the World Tax Series. Claes Sandels 
is a noted Swedish attorney and coun- 
sel to Stockholms Enskilda Bank. 


1961 ® TAXES—The Tax Magazine 














we wile ee = Le rt 7 
: F at 
: 7 ‘ 
; i 
== : . 
a . 2 7 * 
. . 
‘ : { ‘ - 
- 
- %, 7 
' y 
2 t . 
. 
od : 
i 
—— 
i me 
5 . 
7 = 
, 





Meetings of Tax Men 


University of Chicago Law School 
Federal Tax Conference.—The Four- 


teenth Annual Federal Tax Confer- 
ence of the University of Chicago 


Law School will be held October 25-27 
at the Prudential Plaza in Chicago. 


New York University Institute on 
Federal Taxation.— The Twentieth 
Annual Institute on Federal Taxation 
of New York University will take 
place from November 8-17 at the 
Statler Hotel in New York City. 
Some of the tax subjects which will 
be discussed are: executive compen- 
sation, natural resources, tax account- 
ing problems of the operating business, 





partnerships and Subchapter S, real 
estate investment trusts and associa- 
tions taxable as corporations, tax 
aspects of American foreign trade, 
tax planning for individuals, and fraud. 
The registration fee for the entire 
institute is $195. Single day regis- 
trations are $30. Information may 
be obtained from Henry Sellin, Exec- 
utive Director, Institute on Federal 
Taxation, Division of General Educa- 
tion, New York University, 1 Wash- 
ington Square North, New York 3, 
New York. 

National Tax Association. — The 
National Tax Association meeting 
will be held at the Olympic Hotel in 
Seattle, Washington, on September 4-8. 
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Send for These Handy 
Desk Helps Today 





CCH PRODUCTS COMPANY 
4025 W. Peterson Ave. 
Chicago 46, IIl. 


Send us the quantities of CCH books indi- 
cated at prices quoted. (Remittance with 
order saves postage and packing charge.) 


Fill in 
Amt. 


& Explanation of Social Security Law (1339). 
Prices: 1 to 4 copies, $2 ea.; 5-9, $1.80 ea. ; 
10-24, $1.70 ea.; 25-49, $1.50 ea. Ready Now, 


2. Complete Social Security Law (1340). 
Prices: 1 to 4 copies, $4 ea.; 5-9, $3.70 ea.; 
10-24, $3.40 ea.; 25-49, $3.20 ea. Ready after 
Congress Adjourns. 


3. Your New Social Security Benefits (1338). 
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Unemployment Insurance Reports (All-State and 
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and Current Law Handybooks receive items 1 
and 2. They should order only for extra copies.) 
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